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PREFACE 


House  Bill  387,  passed  by  the  Fiftieth  Legislature  (1987),  amended  MCA  15-1-205  by 
suggesting  that  the  Department  of  Revenue  supplement  its  Biennial  Report  with 
estimates  of  revenue  losses  attributed  to  certain  deductions,  exclusions,  credits,  and 
other  preferential  tax  treatment  of  income  or  property. 

The  objective  of  this  report  is  to  provide  that  information  as  a  useful  tool  to  the 
Governor  and  the  Legislature  for  developing  tax  policy.  Clear  information  on  the 
costs  of  tax  deductions  and  exemptions  is  as  important  as  accurate  data  on  costs  of 
government  services.  Every  effort  was  made  to  produce  as  comprehensive,  detailed, 
and  accurate  a  report  as  possible.  The  report  encompasses  changes  in  tax  law 
through  the  Fifty-Second  Montana  Legislature  (including  special  sessions),  and 
incorporates  changes  embodied  in  the  Federal  Tax  Reform  Act  of  1986,  and  the 
Omnibus  Budget  Reconciliation  Act  of  1990. 

This  is  the  third  edition  of  this  report.  Future  editions  will  refine  the  information 
provided,  and  reflect  continued  enhancements  in  statistical  and  computational 
estimating  methods.  In  this  regard,  any  critiques  or  recommendations  would  be 
gratefully  acknowledged  and  welcomed.  Please  send  any  comments  and  questions  to: 


Montana  Department  of  Revenue 
Office  of  Research  and  Information 
Room  420,  Mitchell  Building 
Helena,  Montana       59620 
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INTRODUCTION 

Once  every  two  years  the  Montana  Legislature  convenes  in  regular  session  to  fulfill 
its  responsibilities  in  the  functioning  of  state  government.  Basic  responsibilities 
include  the  review  of  past  budgets  associated  with  alternative  government  spending 
programs,  a  determination  of  the  appropriateness  of  continuing  these  programs,  the 
budgeting  of  program  expenditure  levels  for  coming  years,  and  the  appropriation  of 
funds  needed  to  finance  continued  and  additional  programs. 

In  recent  years,  attention  has  begun  to  focus  on  the  fact  that  in  this  review  process 
most  state  legislatures  (Montana's  included)  systematically  overlook  a  major 
component  of  government  finance.  This  component  consists  of  the  reductions  in  state 
revenue  attributable  to  deductions,  exclusions,  credits,  and  other  preferential 
treatment  in  the  tax  code.  In  effect,  the  specific  deductions,  exclusions,  credits,  and 
other  preferential  items  currently  in  tax  codes,  represent  indirect  government 
spending  programs,  in  the  sense  that  these  same  preferences  result  in  foregone 
revenue  that  otherwise  would  have  been  available  for  direct  expenditure  programs. 
Hence,  these  items  are  commonly  referred  to  as  "tax  expenditures". 

This  introductory  section  examines  the  tax  expenditure  concept,  discusses  methods 
used  in  measuring  tax  expenditures,  provides  some  caveats  in  the  use  of  tax 
expenditure  estimates,  examines  the  history  of  tax  expenditure  reporting,  and 
presents  a  verbal  outline  of  this  report. 


THE  TAX  EXPENDITURE  CONCEPT 

Tax  expenditures  are  defined  as  provisions  of  the  tax  code  that  provide  for  special 
exclusions,  exemptions,  deductions,  credits,  deferrals,  or  preferential  tax  rates  that 
result  in  foregone  revenue. 

The  purpose  of  tax  expenditures  is  to  provide  financial  assistance  to  certain  groups 
of  taxpayers,  or  to  provide  an  economic  incentive  that  encourages  specific  taxpayer 
behavior.  One  example  of  a  tax  expenditure  designed  to  provide  financial  assistance 
is  the  additional  personal  exemption  allowed  the  blind  and/or  elderly.  On  the  other 
hand,  the  deduction  allowed  homeowners  for  mortgage  interest  may  be  viewed  as  an 
inducement  to  encourage  home  ownership.  In  both  cases,  the  same  objectives  could 
be  met  through  direct  government  spending  programs  that  subsidize  certain 
individuals  on  the  basis  of  specific  characteristics  or  behavior. 

Tax  expenditures  arise  as  a  consequence  of  deviations  from  the  "normal"  tax 
structure.  There  is  no  general  consensus  regarding  the  normal  income  tax  structure. 
However,  there  are  a  few  tax  provisions  that  are  generally  agreed  upon  to  be 
components  of  the  normal  tax  structure,  and  consequently  are  not  considered  tax 


expenditures  here  as  well.    These  items  include: 

1)  the  standard  deduction, 

2)  the  personal  exemption  allowed  each  taxpayer  and  each  dependent, 

3)  the  progressive  rate  structure  based  on  ability  to  pay,  and 

4)  the  deduction  for  costs  incurred  in  producing  income. 

Other  provisions  which  remain  the  subjects  of  vigorous  debate,  but  which 
nevertheless  are  considered  by  most  to  be  components  of  the  normal  tax  structure, 
include: 

1)  unrealized  appreciation  in  asset  values, 

2)  imputed  income  from  homes  and  other  assets,  and 

3)  indexing  the  tax  structure  for  inflation. 

In  Montana,  two-earner  married  households  are  still  allowed  the  option  of  filing 
separate  returns  without  the  penalty  of  having  to  use  a  different  tax  table  for  this 
form  of  filing.  Given  the  relatively  few  states  (10)  that  still  allow  this  option,  this  is 
now  considered  to  be  a  tax  expenditure  item  for  Montana. 

In  addition  to  the  rate  table  advantage,  married  couples  who  file  separately  may 
allocate  certain  items  of  income  in  a  manner  advantageous  to  reducing  their  tax 
liability. 

The  following  schedule  shows  the  actual  revenue  loss  attributable  to  this  expenditure 
item  for  tax  years  1988  through  1991,  and  the  projected  tax  expenditure  for  fiscal 
years  1994  and  1995: 


Tax  Year 

Tax  Expenditure 

1988 
1989 
1990 
1991 

$  27,300,000 
$  26,300,000 
$  29,363,000 
$  30,857,000 

FY94 
FY95 

$  34,000,000 
$  35,500,000 

Generally,  state  tax  expenditure  reports  do  not  include  provisions  of  tax  law  that  lie 
beyond  the  state's  legal  jurisdiction.  For  example,  federal  statutes  and  court  rulings 
prohibit  states  from  taxing  certain  railroad  retirement  benefits,  and  income  earned 
by  Indians  on  reservations.  Tax  law  provisions  of  this  natxire  are  not  reported  here. 

At  the  state  level,  tax  expenditures  may  be  "passive"  or  "non-passive"  in  nature. 


Passive  tax  expenditures  occur  when  a  state  ties  its  tax  code  to  the  federal  tax  code 
in  a  manner  that  allows  for  the  automatic  incorporation  of  federal  changes  into  state 
law. 

For  example,  for  state  income  tax  purposes  the  starting  point  for  determining 
Montana  taxable  income  is  federal  adjusted  gross  income  (FAGI).  By  starting  with 
FAGI,  Montana  automatically  incorporates  the  exclusions  (e.g.,  employee  fringe 
benefits)  and  deductions  (e.g.,  IRAs)  used  in  arriving  at  FAGI.  These  exclusions  and 
deductions  constitute  passive  tax  expenditures  at  the  state  level.  The  federal  Tax 
Reform  Act  of  1986  eliminated  or  curtailed  several  tax  expenditure  items  at  both  the 
federal  level  and  for  Montana.  Nevertheless,  most  of  the  tax  expenditures  reported 
herein  are  passive  in  nature. 


MEASURING  TAX  EXPENDITURES 

Two  methods  were  used  to  estimate  the  value  of  tax  expenditures  in  this  report.  The 
first  method,  used  to  estimate  passive  (federal)  provisions  of  the  individual  income 
and  corporation  license  tax,  allocates  a  portion  of  national  estimates  to  Montana. 
Every  year  the  staff  of  the  federal  Joint  Committee  on  Taxation  publishes  its 
estimates  of  federal  individual  and  corporate  income  tax  expenditures  for  selected 
fiscal  years.  These  estimates  can  then  be  allocated  to  states  on  the  basis  of  relative 
total  tax  and  tax  rates  at  the  national  and  state  level. 

Although  this  method  is  used  by  most  states  for  deriving  at  least  some  of  their  tax 
expenditure  estimates,  it  is  also  recognized  as  being  a  relatively  crude  estimating 
technique.  For  the  individual  income  tax,  it  assumes  that  Montema's  demographic 
characteristics  (e.g.,  age  and  income  distributions)  and  mix  of  industries  are  the  same 
as  those  of  the  nation,  and  that  Montanans'  consumption  and  expenditure  patterns 
parallel  those  nationally.   Obviously,  this  is  an  oversimplification. 

This  simple  approach  results  in  an  understatement  of  tax  expenditures  for  industries 
like  agriculture  and  mining,  which  are  more  important  to  Montana's  economy  than 
to  the  U.S.  economy.  Because  of  this,  allocations  based  on  sector  specific  earnings 
data  were  used  to  estimate  tax  expenditures  specifically  related  to  these  two 
industries. 

To  an  extent  the  problem  is  lessened  for  the  corporation  license  tax  because  taxable 
incomes  and  tax  rates  are  available  by  major  industrial  sectors  at  both  the  federal 
and  state  levels.  Nevertheless,  estimates  derived  using  this  method  still  should  be 
regarded  as  imprecise,  and  perhaps  used  only  to  gauge  the  relative  magnitudes  of 
different  expenditure  items. 


The  second  method  uses  actual  data  available  at  the  state  level  together  with 
computer  simulation  modeling  to  produce  much  more  reliable  estimates  of  the 
impacts  of  certain  tax  expenditure  items.  This  method  was  used  to  derive  the 
estimates  for  Montana-specific  reductions  to  income,  itemized  deductions,  and  credits 
for  the  individual  income  tax;  credits  for  the  corporation  license  tax;  and  all 
expenditure  items  reported  for  natural  resources  and  property  tax. 


USING  TAX  EXPENDITURES  -  SOME  CAVEATS 

In  most  cases  tax  expenditure  estimates  should  be  viewed  as  a  measure  of  the 
amount  of  relief,  assistance,  or  subsidy  currently  being  provided  through  tax  codes, 
and  not  as  the  amount  of  revenue  that  would  be  gained  by  repealing  expenditure 
provisions  of  tax  law.   There  are  several  reasons  for  this. 

First,  estimates  of  tax  expenditures  are  made  in  the  absence  of  any  assumptions 
regarding  policy  responses.  For  example,  employer  contributions  for  medical 
insurance  premiums  and  medical  care  are  currently  excluded  from  the  employee's 
reported  income.  Some  may  view  the  tax  expenditure  associated  with  this  item  as 
a  measure  of  the  revenue  that  would  be  gained  by  requiring  employees  to  include  this 
contribution  in  their  incomes.  However,  in  keeping  with  current  policy,  employees 
who  itemize  deductions  might  be  allowed  to  include  all  or  part  of  this  contribution  in 
their  personal  deduction  for  medical  expense  if  this  exclusion  were  repealed.  A  policy 
response  of  this  nature  would  reduce  the  tax  expenditure  associated  with  this  item 
considerably. 

Second,  tax  expenditures  are  not  additive.  In  other  words,  the  revenue  efTcct  of 
rescinding  all  tax  expenditure  items  cannot  be  estimated  simply  by  adding  the  tax 
expenditures  associated  with  each  individual  tax  expenditure  item.  This  is  because 
many  of  the  tax  expenditure  items  are  interrelated,  and  a  simple  sum  of  tax 
expenditures  estimated  in  isolation  does  not  take  into  account  these  interaction 
effects. 

Furthermore,  because  each  tax  expenditure  is  measured  in  isolation,  a  simple 
summing  of  tax  expenditures  will  bias  the  total  effect  downwards  in  the  presence  of 
a  progressive  tax  rate  schedule,  such  as  the  one  used  in  Montana.  If  all  tax 
expenditures  were  eliminated  simultaneously,  taxable  incomes  would  rise  much 
higher  than  if  a  single  expenditure  provision  were  eliminated,  subjecting  taxable 
incomes  to  higher  marginal  tax  rates. 

Third,  tax  expenditure  estimates  do  not  take  into  consideration  taxpayer  behavioral 
responses.  For  example,  it  is  quite  conceivable  that  eliminating  the  deduction  for 
charitable  contributions  would  substantially  reduce  the  number  and  size  of  these 
contributions.    Taxpayers  may  funnel  these  funds  into  other  tax  saving  devices, 


thereby  reducing  the  revenue  gain  estimated  in  the  absence  of  any  behavioral 
response. 

Given  these  considerations,  users  should  view  tax  expenditure  estimates  more  as  a 
measure  of  the  amount  of  relief  currently  being  provided,  rather  than  as  a  measure 
of  the  revenue  that  could  be  generated  from  repealing  the  associated  tax  provision. 


TAX  EXPENDITURE  REPORTING 

Telx  expenditure  reporting  and  tax  expenditure  budgets  are  a  relatively  recent 
phenomenon.  The  earliest  record  of  reporting  government  subsidies  administered 
through  the  tax  code  is  in  the  Federal  Republic  of  Germany,  in  1959. 

In  the  U.S.,  the  pioneering  work  of  Stanley  Surrey  lead  to  the  first  federal  tsix 
expenditure  budget,  prepared  by  the  Department  of  Treasury,  in  1967.  In  1971, 
California  became  the  first  state  to  adopt  legislation  requiring  tax  expenditure 
reports.  California  was  followed  by  Wisconsin  in  1973,  and  by  Maryland  and  North 
Carolina  in  1975.  Today,  at  least  half  the  states  regularly  publish  comprehensive  or 
partial  tax  expenditure  reports. 

hi  almost  all  cases,  tax  expenditure  reports  and  budgets  are  prepared  in  response  to 
a  statutory  requirement.  Usually,  the  statutes  spell  out  the  type  of  information  the 
report  is  to  contain,  and  the  time  period  to  be  covered. 

HB387,  passed  during  the  1987  regular  session,  provides  that  the  Department  of 
Revenue's  Biennial  Report,  may  include  specified  information  relating  to  tax 
expenditures.  The  bill  did  not  contemplate  a  specific  time  period  for  these 
expenditures.  However,  the  bill  did  specify  that  the  report  may  include  tax 
expenditures  attributable  to: 

Ij    personal  income  and  corporation  license  tax  exemptions, 

2)  property  tax  exemptions  for  which  application  to  the  Department  or  its 
agent  is  necessary, 

3)  deferrals  of  income, 

4)  credits  allowed  against  Montana  personal  income  tax  or  Montana 
corporation  license  tax, 

5)  deductions  of  income,  and 

6)  any  other  identifiable  preferential  treatment  of  income  or  property. 

In  addition,  the  Department  was  directed  to  provide: 

1 )    distributions  of  tax  expenditures  across  age  and  income  brackets,  whenever 
available. 


2)  any  known  purpose  for  the  preferential  treatment,  and  an  outline  of 
available  data  necessary  to  determine  the  effectiveness  of  the  preference, 
and 

3)  similar  information  from  other  states,  if  available. 


OUTLINE  OF  THIS  REPORT 

The  following  sections  of  this  report  discuss  tax  expenditures  associated  witli  the 
individual  income  tax,  the  corporation  license  tax,  natural  resources  taxes,  and  the 
property  tax.  Almost  all  of  the  tax  expenditure  items  reported  here  reflect  a 
consensus  of  other  states  and  the  federal  government.  Additional  items  and 
information,  which  may  not  ordinarily  be  considered  in  tax  expenditure  reports,  are 
included  because  of  statutory  requirements. 

For  each  tax,  a  brief  overview  defines  the  tax  base,  and  other  pertinent  information. 
The  second  part  provides  the  detail,  including  a  description  and  a  purpose  for  each 
expenditure  item.  As  discussed  earlier,  there  are  two  general  purposes  for  tax 
expenditures:  to  provide  financial  assistance  (economic  relief),  or  to  provide  a 
financial  incentive  to  encovirage  specific  taxpayer  behavior.  In  some  cases  it  was 
possible  to  elaborate  further  on  the  purpose  of  the  expenditure. 

The  immediately  following  section  of  this  report  is  a  summary  of  all  tax  expenditures 
estimated  for  Montana.  An  appendix  of  selected  individual  income  tax  expenditures 
by  decile  grouping  income  brackets  is  the  final  section  of  this  document. 


CONCLUDING  REMARKS 

Although  a  relatively  recent  phenomenon,  tax  expenditure  reporting  and  tax 
expenditure  budgets  are  becoming  more  and  more  prevalent  at  the  state  level. 

As  states  adopt  tax  expenditure  reporting,  legislators  and  administrators  would  be 
well  advised  to  keep  the  limitations  of  tax  expenditure  reports  in  perspective.  Tax 
expenditure  estimates  are  not  estimates  of  the  amount  of  revenue  that  would  be 
generated  by  repealing  the  associated  tax  provision,  but  rather  estimates  of  the 
amount  of  relief  currently  being  provided  through  the  tax  code.  These  estimates  are 
subject  to  several  methodological  ambiguities,  and  in  some  cases  severe  data 
limitations. 

Tax  expenditiu-e  reports  and  budgets  are  primarily  designed  to  be  informational  tools. 
Nothing  in  these  reports  is  intended  to  convey  a  judgment  regarding  the  propriety  of 
various  tax  provisions.  Tax  expenditure  reporting  may  encounter  widespread 
resistance  if  opponents  view  the  process  as  a  means  of  selecting  provisions  for  repeal 


in  order  to  enhance  revenues.  Nevertheless,  when  used  appropriately,  the  tax 
expenditure  report  or  budget  can  be  a  valuable  tool  in  providing  lawmakers  with 
added  insight  into  the  extent  and  distribution  of  governmental  assistance. 


INDIVIDUAL  INCOME  TAX 


OVERVIEW  AND  SUMMARY 

The  starting  point  for  calculating  Montana  individual  income  tax  is  federal  adjusted 
gross  income  (FAGI).  Montana-specific  additions  and  reductions  to  income  determine 
the  taxpayer's  Montana  adjusted  gross  income  (MAGI).  From  MAGI  are  subtracted 
either  itemized  or  standard  deductions  and  allowable  taxpayer  exemptions  to  arrive 
at  the  tax  base,  Montana  taxable  income  (MTI). 

A  single  tax  table  used  by  all  filers,  is  applied  to  taxable  income  to  arrive  at  tax 
before  credits.  In  applicable  years  this  amount  is  adjusted  for  any  surtax  in  effect 
and  any  tax  on  lump  sum  distributions  that  the  taxpayer  may  have.  This  amount  is 
then  reduced  by  any  income  tax  credits  the  taxpayer  may  have,  to  arrive  at  tax  after 
credits. 

The  income  tax  base,  and  net  tax  liability  may  be  summarized  as  follows: 

Income  from  all  sources 

Less:         federal  exclusions,  and 

federal  deductions 
Equals:     Federal  Adjusted  Gross  Income  (FAGI) 

Plus:         Montana  additions 

Less:         Montana  reductions 

Equals:    Montana  Adjusted  Gross  Income  (MAGI) 

Less:         deductions  (itemized  or  standard),  and 

exemptions 
Equals:    Montana  Taxable  Income  (MTI) 

Times:      tax  table 

Plus:         surtax  (in  applicable  years),  and 

tax  on  lump  sum  distributions 
Equals:     Tax  Before  Credits 

Less:         credits 

Equals:    Tax  After  Credits  ' 

When  computing  tax  liability,  all  filers  use  the  same  tax  table.  Montana  is  one  of  10 
states  where  married  couples  may  choose  to  file  separate  returns  if  both  have  income 
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in  the  same  year.   The  1992  tax  table  is  shown  below. 
If  Taxable  Income  is: 


Over 

0 

1,700 

3,400 

6,800 

10,200 

13,600 

17,000 

23,700 

33,900 

59,400 


But  not  over      Then  tax  liabilitv  is 


1,700 
3,400 
6,800 
10,200 
13,600 
17,000 
23,700 
33,900 
59,400 


2% 
3% 
4% 
5% 
6% 
7% 
8% 
9% 
10% 
11% 


of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 
of  taxable 


income 
income 
income 
income 
income 
income 
income 
income 
income 
income 


less 
less 
less 
less 
less 
less 
less 
less 
less 
less 


0 

17 

51 

119 

221 

357 

527 

764 

1,103 

1,697 


Surtax 

In  applicable  years,  tax  liability  includes  a  surtax  component.  HB  44,  passed  during 
the  July  1992  Special  Legislative  Session,  provided  for  a  surtax  of  2.3  percent  for  tax 
year  1992,  and  4.7  percent  for  tax  year  1993.  Tax  expenditure  estimates  pertaining 
to  Montana-specific  reductions  of  income  and  itemized  deductions  reflect  the  tax  year 
1993  surtax,  which  is  included  in  FY  1994  expenditures.  The  estimates  do  not 
include  this  factor  for  FY  1995,  since  surtax  revenues  are  not  applicable  for  that  fiscal 
year. 

Indexing 

Montana  has  provided  for  full  indexation  of  its  income  tax  since  1981.  The  effect  of 
indexing  has  been  to  reduce  both  tax  liability  and  t£ix  expenditure  amounts.  Indexing 
is  considered  to  be  an  integral  part  of  the  normal  tax  structure,  and  hence,  is  not 
considered  to  be  a  tax  expenditure. 


Sources  of  Tax  Expenditures 

There  are  four  sources  of  tax  expenditures  in  Montana's  individual  income  tax.  First, 
because  Montana  ties  to  the  definition  of  federal  adjusted  gross  income,  all  of  the 
federal  exclusions  and  deductions  included  in  FAGI  are  also  included  in  Montana 
adjusted  gross  income. 

Second,  Montana  statutes  provide  for  specific  exclusions  of  certain  types  of  income 
not  provided  for  at  the  federal  level. 

The  third  source  of  tax  expenditures  includes  the  deductions  for  those  taxpayers  who 
file  itemized  returns.  Most  of  these  deductions  are  also  tied  directly  to  federal 
statutes.  However,  Montana  also  allows  a  deduction  for  federal  income  taxes  paid 
during  the  tax  year,  a  deduction  for  child  care  expenses  incurred  by  certain  families, 
and  a  deduction  for  long-term  care  insurance  premiums. 

The  fourth  source  of  tax  expenditures  includes  Montana-specific  tax  credits. 

After  the  immediately  follov^dng  summary  tax  expenditure  table,  the  next  section 
discusses  in  more  detail  these  sources  in  order,  and  provides  a  brief  description  and 
purpose  for  each  tax  expenditure  item. 
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SUMMARY  OF  INDIVTOUAL  INCOME  TAX  EXPENDITURES 


Exclusions  from  Federal  Income  (pages  16-32) 

Fiscal  Impact  (thousands  $) 
Tax  Expenditure  Item  FY  1994      FY  1995     Biennium 

1.  Net  Exclusion  of  Pension 

Contributions  and  Earnings  37,406  38,976  76,382 

2.  Contributions  by  Employers  and 
Self-Employed  for  Medical  Ins. 
Premiums  and  Medical  Care 

3.  Untaxed  Social  Security  Benefits 

4.  Untaxed  Medicare  Benefits 

5.  Capital  Gains  at  Death 

6.  Deferral  of  Capital  Gains  on 
Home  Sales 

7.  Individual  Retirement  Plans 
(includes  IRAs,  Keogh  Plans) 

8.  Investment  Income  on  Life  Instirance  and 
Annuity  Contracts 

9.  Capital  Gains  on  Home  Sales 
for  Persons  55  and  Over 

10.  Miscellaneous  Fringe  Benefits 

11.  Workers'  Compensation  Benefits 

12.  ('afeteria  Plan  Benefits 


13.     Employer-Provided  Group  Term 

Life  Insurance  Premiums  1,570  1,654  3,224 
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32,062 

35,529 

67,591 

25,329 

26,598 

51,927 

12,899 

14,407 

27,306 

8,841 

9,659 

18,500 

8,881 

9,262 

18,073 

6,539 

6,817 

13,356 

5,770 

6,345 

12,115 

3,006 

3,115 

6,121 

2,903 

3,096 

5,999 

2,149 

2,234 

4,383 

1,956 

2,040 

3,996 

Exclusions  from  Federal  Income  (pages  16-32) 


Tax  Expenditure  Item 

14.  Benefits  and  Allowances  to 
Armed  Forces  Personnel 

15.  Veteran's  Benefits  and  Services 

16.  Income  Earned  Abroad  by  U.S. 
Citizens 

17.  Cancellation  of  Indebtedness 
Income  of  Farmers/Ranchers 

18.  Scholarship/Fellowship  Income 

19.  Employee  Meals  and  Lodging 
(Other  than  Military) 

20.  Income  Earned  by  Benefit 
Organizations 

21.  Employer-Provided  Child  Care 

22.  Public  Assistance  Benefits 

23.  Education  Savings  Bonds 

24.  Permanent  Exemption  from 
Imputed  Interest  Rules 

25.  Like-kind  Exchanges 

26.  Rental  Allowances  of 
Ministers'  Homes 

27.  Interest  on  Montana  State  and 
Local  Government  Debt 

28.  Other  Exclusions  From  Federal  Income 


Fiscal  Impact  (thousands  $) 
FY  1994      FY  1995     Biennium 


1,288 
1,095 

1,010 

544 
322 

322 


129 

N/A 
400 


1,288 
1,139 

1,030 

356 
366 

322 


129 

N/A 
400 


2,576 
2,234 

2,040 

900 
688 

644 


322 

322 

644 

302 

322 

624 

258 

302 

560 

129 

129 

258 

129 

129 

258 

129 

129 

258 

258 

N/A 
800 
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Deductions  from  Federal  Income  (pages  32-39) 


Tax  Expenditure  Item 

29.  Depreciation  in  Excess  of 
Straight-line  Depreciation 

30.  Cash  Accounting  for  Agriculture 

31.  Expensing  Certain  Agricultural 
Multi-period  Production  Costs 

32.  Regulated  Investment  Company  Expenses 
Exempt  from  Misc.  Deductions  Floor 

33.  Parental  Personal  Exemption  for 
Students  Age  19  Through  23 

34.  Expensing  of  Exploration  and 
Development  Costs 

35.  Excess  of  Percentage  Over 
(/ost  Depletion 

36.  Amortization  of  Business 
Start-Up  Costs 

37.  Other  Deductions  from  Federal  Income 


Fiscal  Impact  (thousands  $) 
FY  1994      FY  1995     Biennium 


4,274 
816 

644 

431 

431 

230 

230 

129 
200 


4,448 
816 

644 

495 

451 

230 

230 

129 
200 


8,722 
1,632 

1,288 

926 

882 

460 

460 

258 
400 


Montana  Exclusions/Exemptions  (pages  39-43) 

38.     Exempt  Retirement  Income  6,817  7,399 


39.     Additional  Exemptions  for  Age  65+,  and 

for  Certain  Physically  Challenged  Persons       4,078 


40.  Exempt  Unemployment  Benefits 

41.  Interest  Exclusion  for  Age  65-1- 

42.  Capital  Gains  Exclusion 


14,216 


4,078 

4,348 

8,426 

2,209 

2,251 

4,460 

1,922 

2,019 

3,941 

1,185 

1,094 

2,279 
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Tax  Expenditure  Item 

43.  Excluded  Tip  Income 

44.  Other  Montana  Exclusions 


Fiscal  Impact  (thousands  $) 
FY  1994      FY  1995     Biennium 


330 
12,835 


338 
13,552 


668 

26,387 


Itemized  Deductions  (pages  43-50) 


45.  Federal  Income  Tax  Paid 

46.  Home  Mortgage  Interest 

47.  Contributions 

48.  Real  and  Personal  Property 
Taxes 

49.  Medical  and  Dental  Expense 

50.  Miscellaneous  Deductions 

51.  Deductible  Investment  Interest 

52.  Other  Deductible  Taxes 

53.  Long-term  Care  Insurance 

54.  Moving  Expense 

55.  Casualty/Theft  Loss 

56.  Child/Dependent  Care 


90,936 

93,329 

184,265 

31,646 

31,891 

63,537 

12,872 

13,029 

25,901 

11,248 

11,350 

22,598 

9,380 

10,078 

19,458 

6,770 

6,712 

13,482 

2,595 

2,507 

5,102 

2,070 

2,093 

4,163 

440 

450 

890 

399 

387 

786 

109 

108 

217 

61 

52 

113 

Montana  Credits  (pages  50-56) 

57.     Elderly  Homeowner/Renter  Credit  3,925 


58.  Income  Taxes  Paid  to  Other 
States  or  Countries 

59.  Investment  Tax  Credit 


3,600 
275 


4,040 

3,700 
215 


7,965 

7,300 
490 
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Tax  Expenditure  Item 

60.  Elderly  Care  Credit 

61.  Contractors'  Gross  Receipts 

62.  Montana  Capital  Company  Credit 

63.  Installation  of  Non-fossil 
Energy  Systems 

64.  Investment  in  Energy 
Conservation  Installments 

65.  Other  Credits 


Fiscal  Impact  (thousands  $) 
FY  1994   FY  1995  Biennium 


250 
200 
125 

110 

100 
130 


300 
200 
100 

90 

100 
170 


550 
400 
225 

200 

200 
300 
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INDIVroUAL  INCOME  TAX  -  EXCLUSIONS  FROM  FEDERAL  INCOME 


The  following  exclusions  from  federal  income  (items  1-28)  are  passive  tax 
expenditures  derived  from  federal  tax  laws.  The  use  of  federal  gross  income  greatly 
simplifies  the  administration  of  the  state  tax  code  by  use  of  similar  definitions  and 
tax  forms. 


1     NET  EXCLUSION  OF  PENSION  CONTRIBUTIONS  AND  EARNINGS 

MCA  15-30-111 

Description: 

Employer  and  employee  contributions  to  a  qualified  pension  plan,  as  well  as  the 
earnings  on  the  contributions,  are  excluded  from  gross  income.  Employer 
contributions  are  also  deductible. 

In  reality,  this  does  not  represent  an  exclusion  of  income  but  a  deferral  of  income 
because  the  contributions  are  taxed  when  received  as  benefits  in  later  years.  The 
fiscal  impact  shown  reflects  the  expenditure  associated  with  excluding  current- 
year  pension  contributions  and  earnings,  net  of  all  taxed  pension  benefits  and 
distributions.  (For  the  additional  tax  expenditure  associated  with  state  level 
retirement  exclusions,  see  item  38  below.) 

Purpose: 

This  exclusion  provides  an  incentive  to  provide  compensation  in  the  form  of 
retirement  plan  contributions,  rather  than  wages  and  salaries,  and  promotes 
income  security  during  an  individual's  period  of  retirement. 

Fiscal  Impact: 

FY  1994 $  37,406,000 

FY  1995 $  38,976,000 
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CONTRIBUTIONS  BY  EMPLOYERS  AND  SELF-EMPLOYED  PERSONS, 
FOR  MEDICAL  INSURANCE  PREMIUMS  AND  MEDICAL  CARE 

MCA  15-30-111 

Description: 

Employer  contributions  to  employee  health  insurance  plans,  and  reimbursements 
to  employees  for  medical  care  are  excluded  from  employees'  gross  incomes. 

Purpose: 

This  provides  an  incentive  for  employers  to  provide  compensation  in  the  form  of 
nontaxable  health  benefits,  rather  than  taxable  income,  and  promotes  the 
expansion  of  comprehensive  health  care  plans. 

Fiscal  Impact: 

FY  1994 $  32,062,000 

FY  1995 $  35,529,000 


3     UNTAXED  SOCIAL  SECURITY  BENEFITS 

MCA  15-30-111 

Description: 

Most  social  security  benefits  are  untaxed.  However,  beginning  in  1984  the  federal 
government  began  taxing  a  portion  of  social  seciirity  benefits  of  taxpayers  with 
adjusted  gross  incomes  above  $32,000  for  married  couples,  and  $25,000  for  single 
filers.  Montana  follows  federal  laws  with  respect  to  the  taxation  of  social  security 
benefits. 

Contributions  to  the  social  security  system  come  from  a  tax  on  employees'  wages 
and  salaries,  employers'  matching  amounts,  and  earnings  on  the  accumulated 
balance.  The  social  security  tax  paid  by  employees,  however,  is  applied  only  to 
the  first  $55,500  of  wages  (1992).  Wages  in  excess  of  this  amount  are  not  subject 
to  the  social  security  tax.  Wages  up  to  and  including  $130,200  are  subject  to  a 
separate  Medicare  tax,  however. 

Purpose: 

Basically  this  provision  eliminates  the  double  taxation  of  social  security  benefits. 
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These  benefits  essentially  represent  a  return  of  previous  taxes,  to  tax  them  would 
result  in  a  tax  on  a  tax.    Consequently,  they  are  excluded  from  income. 

Fiscal  Impact: 

FY  1994 $  25,329,000 

FY  1995 $  26,598,000 

4  UNTAXED  MEDICARE  BENEFITS 

MCA  15-30-111 

Description: 

Medicare  benefits  are  excluded  from  gross  income. 

Purpose: 

This  exclusion  provides  financial  assistance  to  elderly  individuals  in  need  of 
medical  services. 

Fiscal  Impact: 

FY  1994 $  12,899,000 

FY  1995 $  14,407,000 

5  EXCLUSION  OF  CAPITAL  GAINS  AT  DEATH 

MCA  15-30-111 

Description: 

Accrued  capital  gains  on  property  transferred  at  death  are  not  included  as  income 
to  the  heirs  or  the  estate. 

Purpose: 

This  provides  income  tax  relief  to  heirs  and  estates  subject  to  inheritance  and 
estate  taxes. 
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Fiscal  Impact: 

FY  1994 $  8,841,000 

FY  1995 $  9,659,000 


6  DEFERRAL  OF  CAPITAL  GAINS  ON  HOME  SALES 

MCA  15-30-111 

Description: 

If  taxpayers  sell  their  principal  residence,  and  buy  and  use  another  as  their 
principal  residence  within  a  period  beginning  2  years  before  and  ending  2  years 
after  the  date  of  the  sale,  the  gain  on  the  sale  is  excluded  from  gross  income, 
when  the  cost  of  the  new  residence  exceeds  the  adjusted  selling  price  of  the  old. 
If  the  cost  of  the  new  residence  is  less  than  the  selling  price  of  the  old,  the  gain 
is  included  to  the  extent  of  the  difference. 

Purpose: 

This  exclusion  enhances  labor  mobility  in  situations  where  homeowners  are 
required  to  move  as  a  result  of  job  transfers;  it  £dso  allows  homeowners  to 
purchase  more  expensive  homes  without  a  tax  penalty. 

Fiscal  Impact: 

FY  1994 $   8,811,000 

FY  1995 $   9,262,000 

7  INDIVIDUAL  RETIREMENT  PLANS  (IRAs,  KEOGH  PLANS,  ETC.) 

MCA  15-30- m 

Description: 

Individuals  who  are  not  active  participants  in  an  employer-sponsored  retirement 
plan  can  exclude  up  to  $2,000  each  for  contributions  to  an  Individual  Retirement 
Account  (IRA).  A  married  individual  with  an  unemployed  spouse  can  exclude  up 

to  $2,250. 

Individuals  who  are  participants  in  an  employer-sponsored  retirement  plan  may 
exclude  up  to  $2,000  for  contributions  to  an  IRA  if  they  are  single  and  adjusted 
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gross  income  is  less  than  $25,000,  or  married  with  income  less  than  $40,000.  The 
deduction  is  phased  out  for  single  taxpayers  with  incomes  between  $25,000  and 
$35,000  and  for  married  couples  with  incomes  between  $40,000  and  $50,000. 

Self-employed  taxpayers  may  exclude  up  to  the  lesser  of  $30,000  or  25';^  of 
compensation,  for  contributions  to  a  self-employed  (Keogh)  retirement  plan. 

Purpose: 

This  provides  an  incentive  to  increase  savings  and  investment. 

Fiscal  Impact: 

FY  1994 $   H,5;];),()0() 

FY  1995 $   6,817,000 


8     INVESTMENT     INCOME     ON     LIFE     INSURANCE     AND    ANNUITY 
CONTRACTS 

MCA  15-30-111 

Description: 

Accimiulated  interest  earned  on  the  cash  value  of  life  insurance  and  annuity 
contracts  is  excluded  from  current  income.  Also,  if  an  insurance  policy  is 
surrendered  before  death  of  the  policyholder,  only  the  excess  of  surrender  value 
over  premium  payments  is  taxable.  In  addition,  the  insurance  accumulated  on 
annuity  contracts  is  not  taxable  until  the  annuitant  begins  receiving  payments 
on  the  contract. 

Purpose: 

Excluding  this  income  provides  an  incentive  for  increasing  the  societal  savings 
and  investment  pool.  In  the  case  of  annuity  interest,  this  exclusion  prevents  the 
taxation  of  income  until  it  is  constructively  received. 

Fiscal  Impact: 

FY  1994 $   5,770,000 

FY  1995 $   6,345,000 


20 


9  CAPITAL  GAINS  ON  HOME  SALES  FOR  PERSONS  55  AND  OVER 

MCA  15-30-111 

Description: 

Taxpayers  age  55  or  older  are  provided  a  one-time  exclusion  of  up  to  $125,000  on 
the  gain  from  the  sale  of  their  principal  residence. 

Purpose: 

This  provides  financial  assistance  to  homeowners  age  55  or  older  who  sell  their 
homes,  and  reduces  transactions  costs  in  the  transfer  of  certain  assets. 

Fiscal  Impact: 

FY  1994 $   3,006,000 

FY  1995 $   3,115,000 

10  MISCELLANEOUS  FRINGE  BENEFITS 

MCA  15-30-111 

Description: 

Miscellaneous  fringe  benefits  such  as  employee  discounts,  no-additional  cost 
services,  and  de  minimis  (minimal  value)  fringe  benefits  such  as  free  meals  in 
subsidized  cafeterias  are  excluded  fi-om  gross  income. 

Purpose: 

This  exclusion  provides  an  incentive  that  encourages  the  substitution  of 
nontaxable  fringe  benefits  for  taxable  wages  and  salaries.  This  provision  also 
recognizes  the  significant  administrative  impracticalities  associated  with 
monitoring  this  type  of  income. 

Fiscal  Impact: 

FY  1994 $   2,903,000 

FY  1995 $   3,096,000 
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11  WORKERS'  COMPENSATION  BENEFITS 

MCA  15-30-111 

Description: 

Unless  attributable  to  medical  expense  deductions  taken  in  an  earlier  year, 
workers'  compensation  benefits  are  not  included  in  gross  income. 

Purpose: 

This  provides  financial  assistance  and  income  security  to  recipients  of  benefits. 

Fiscal  Impact: 

FY  1994 $   2,149,000 

FY  1995 $   2,234,000 

12  CAFETERIA  PLAN  BENEFITS 

MCA  15-30-111 

Description: 

Cafeteria  plans  allow  participating  employees  to  chose  among  several  employer- 
provided  fi-inge  benefits,  rather  than  accepting  an  employer-stipulated  benefits 
package.  "Qualifying  benefits"  are  any  benefits  that  are  excluded  from  income  by 
a  specific  provision  of  federal  code  including  group  life  insurance,  accident  or 
health  benefits,  and  selected  other  benefits.  The  value  of  the  benefits  provided 
under  cafeteria  plans  is  excluded  from  the  employee's  gross  income. 

Purpose: 

This  exclusion  provides  an  incentive  that  encourages  the  substitution  of 
nontaxable  fringe  benefits  for  taxable  wages  and  salaries. 

Fiscal  Impact: 

FY  1994 $    1,956,000 

FY  1995 $   2,040,000 
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13  EMPLOYER-PROVIDED  GROUP  TERM  LIFE  INSURANCE  PREMIUMS 

MCA  15-30-111 

Description: 

Employer-provided  group  term  life  insurance  premiums  are  excluded  from  the 
employee's  gross  income  to  the  extent  that  the  premiums  provide  coverage  of 
$50,000  or  less.  Premiums  for  coverage  in  excess  of  $50,000,  less  any 
contributions  by  the  employee  for  such  premiums,  are  included  in  gross  income. 
Disabled  terminated  employees  are  not  subject  to  the  $50,000  limitation. 

Purpose: 

This  exclusion  provides  an  incentive  for  employers  to  give  compensation  in  the 
form  of  nontaxable  insurance  rather  than  taxable  wages  and  salaries;  it  also 
contributes  to  income  security  for  survivors  in  the  event  of  the  employee's  death. 

Fiscal  Impact: 

FY  1994 $    1,570,000 

FY  1995 $    1,654,000 

14  BENEFITS  AND  ALLOWANCES  TO  ARMED  FORCES  PERSONNEL 

MCA  15-30-111 

Description: 

The  value  of  in-kind  services  (such  as  housing)  received  by  military  personnel 
are  excluded  from  income.  Also  excluded  are  certain  cash  allowances,  combat 
pay,  and  military  discharge  pay. 

Purpose: 

This  provides  an  incentive  that  makes  military  service  more  attractive 
financially,  and  makes  military  pay  more  competitive  with  civilian  pay  scales. 

Fiscal  Impact: 

FY  1994    $    1,288,000 

FY  1995    $    1,288,000 
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15  VETERANS'  BENEFITS  AND  SERVICES 

MCA  15-30-111 

Description: 

All  benefits  administered  by  the  Veterans'  Administration  are  excluded  from  a 
taxpayer's  gross  income. 

Purpose: 

This  provides  financial  assistance  to  veterans,  and  an  incentive  for  military 
participation. 

Fiscal  Impact: 

FY  1994 $    1,09.5,000 

FY  1995 $    l,i;:i9,000 

16  INCOME  EARNED  ABROAD  BY  U.S.  CITIZENS 

MCA  15-30-111 

Description: 

The  income  of  U.S.  citizens  is  excluded  from  taxation,  whose  principal  residence 
is  in  a  foreign  country,  and  who  live  outside  the  U.S.  for  at  least  11  nut  of  12 
consecutive  months,  or  who  have  joint  residency  in  another  country.  The  Tax 
Reform  Act  of  1986  placed  a  cap  of  $70,000  on  this  exclusion  beginning  with  tax 
year  1986.  The  exclusion  does  not  apply  to  federal  employees,  including  mihtary 
personnel. 

Purpose: 

This  prevents  the  double  taxation  of  income. 

Fiscal  Impact: 

FY  1994 $  1,010,000 

FY  1995 $  1,030,000 
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17  CANCELLATION  OF   INDEBTEDNESS  INCOME  OF  FARMERS  AND 
RANCHERS 

MCA  15-30-111 

Description: 

Reduction  of  debt  is  considered  income  because  it  makes  available  assets 
previously  offset  by  obligations.  Generally,  cancellation  of  indebtedness  is 
included  in  income  in  cases  where  the  debtor  is  solvent,  but  excluded  from  income 
in  cases  where  the  debtor  is  insolvent,  up  to  the  amount  of  insolvency.  The  Tax 
Reform  Act  of  1986  provides  that  under  certain  circumstances  discharge  of  debt 
of  a  solvent  farmer/rancher  may  be  treated  as  if  the  farmer  or  rancher  were 
insolvent. 

Purpose: 

Tliis  measure  provides  a  means  of  alleviating  the  credit  crisis  in  the  farming  and 
ranching  community,  while  allowing  farms/ranches  operating  at  the  margin  to 
continue  operating. 

Fiscal  Impact: 

FY  1994 $    544,000 

FY  1995 $    356,000 


18  SCHOLARSHIP  AND  FELLOWSHIP  INCOME 

MCA  15-30-111 

Description: 

Students  who  are  degree  candidates  can  exclude  scholarship  and  fellowship 
income  if  amounts  are  not  compensation  for  services. 

Purpose: 

This  provides  financial  assistance  to  college  degree  candidates. 

Fiscal  Impact: 

FY  1994 $      322,000 

FY  1995 $      366,000 
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19  EMPLOYEE  MEALS  AND  LODGING  (OTHER  THAN  MILITARY) 

MCA  15-30-111 

Description: 

Meals  or  lodging  furnished  to  employees  and  their  famiHes  arc  nontaxable 
provided  that  1)  they  are  furnished  for  the  convenience  of  the  employer,  2)  in  the 
case  of  meals,  they  are  furnished  on  the  employer's  premises,  and  3)  in  the  case 
of  lodging,  employees  are  required  to  accept  the  lodging  as  a  condition  of  their 
employment. 

Purpose: 

This  exclusion  enhances  mobility  of  labor,  and  provides  ease  in  administration. 

Fiscal  Impact: 

FY  1994 $      322,00(J 

FY  1995 $      322,000 

20  INCOME  EARNED  BY  EMPLOYEE  BENEFIT  ORGANIZATIONS 

MCA  15-30-111 

Description: 

Voluntary  employees'  beneficiary  associations  (VEBAsJ  provide  benefit  payments 
to  their  members  and  their  dependents.  Supplemental  unemployment  benefit 
trusts  (SUBs)  provide  payments  to  separated  employees.  The  earninf^s  (jii  the 
monies  invested  in  these  organizations  is  exempt  from  gross  income. 

Purpose: 

This  provides  an  incentive  to  accumulate  funds  for  the  purposes  of  providing 
health  care  and  other  benefits,  and  providing  income  security  during  periods  of 
unemployment. 

Fiscal  Impact: 

FY  1994 $      322,000 

FY  1995 $      322,000 
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21  EMPLOYER-PROVIDED  CHILD  CARE 

MCA  15-30-111 

Description: 

The  value  of  employer-provided  child  care,  not  to  exceed  the  lesser  of  the 
employee's  earned  income  or  $5,000,  is  excluded  from  gross  income. 

Purpose: 

This  provides  an  economic  incentive  for  employers  to  provide  child  care,  and  aides 
in  the  ability  of  parents  to  work  outside  the  home. 

Fiscal  Impact: 

FY  1994 $      302,000 

FY  1995 $      322,000 

22  PUBLIC  ASSISTANCE  BENEFITS 

MCA  15-30-111 

Description: 

Public  assistance  benefits  paid  through  Aid  to  Families  with  Dependent  Children, 
Ceneral  Assistance,  Emergency  Assistance,  Supplemental  Security  Income,  and 
other  selected  programs,  are  excluded  from  income. 

Purpose: 

Most  of  these  types  of  benefits,  provided  on  a  means-tested  basis,  go  to  families 
and  individuals  of  very  low  incomes.  Taxing  these  benefits  would  be  counter  to 
the  reason  why  they  were  provided  in  the  first  place. 

Fiscal  Impact: 

FY  1994 $      258,000 

FY  1995 $      302,000 
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23  EDUCATION  SAVINGS  BONDS 

MCA  15-30-111 

Description: 

Certain  individuals  who  pay  higher  education  expenses  during  a  tax  year  may 
exclude  from  gross  income,  the  amount  received  (both  interest  and  principal )  from 
the  redemption  of  a  qualified  U.S.  Savings  Bond.  A  married  individual  must  file 
a  joint  return  to  qualify  for  the  exclusion. 

Purpose: 

This  exclusion  provides  an  incentive  for  individuals  to  invest  in  U.S.  Savings 
Bonds,  as  a  means  to  save  for  future  higher  education  expenses. 

Fiscal  Impact: 

FY  1994 .$  129,000 

FY  1995 S  129,000 


24  PERMANENT  EXEMPTION  FROM  IMPUTED  INTEREST  RULES 

MCA  15-30-111 

Description: 

In  certain  cases,  where  installment  sales  or  loan  agreements  fail  to  provide  for 
interest  at  a  minimum  rate  specified  by  law  or  the  Internal  Revenue  Service, 
interest  is  imputed  and  included  in  gross  income.  Exemptions  from  the  imputed 
interest  rules  include  sales  of  less  than  $3,000,  and  lump-sum  divorce 
payments/property  settlements  payable  in  installments. 

Purpose: 

This  exclusion  provides  ease  in  the  administration  of  tax  laws. 

Fiscal  Impact: 

FY  1994 $      129,000 

FY  1995 $      129,000 
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25  LIKE-KIND  EXCHANGES 

MCA  15-30-111 

Description: 

No  gain  or  loss  is  recognized  in  cases  where  property  held  for  productive  use  in 
husiness  is  exchanged  solely  for  property  of  a  "like  kind".  The  provision  does  not 
apply  to  inventory,  stocks,  bonds,  notes,  or  other  securities. 

Purpose: 

This  provides  for  mobility  and  ease  of  administration  in  the  transfer  of  certain 

assets. 

Fiscal  Impact: 

FY  1994 $     129,000 

FY  1995 $     129,000 

26  RENTAL  ALLOWANCES  OF  MINISTERS'  HOMES 

iMCA  15-30-111 

Description: 

A  minister  may  exclude  a  rental  allowance  or  the  rental  value  of  a  parsonage 
furnished  by  the  church. 

Purpose: 

This  exclusion  provides  financial  assistance  to  individuals  in  the  ministry. 

Fiscal  Impact: 

FY  1994 $      129,000 

FY  1995 $      129,000 
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27  INTEREST  ON  MONTANA  STATE  AND  LOCAL  GOVERNMENT  DEBT 

MCA  15-30-111 

Description: 

Interest  received  by  individuals  on  Montana  state  and/or  local  government 
securities  is  not  included  in  state  adjusted  gross  income. 

Purpose: 

This  provides  a  financial  incentive  for  investment  in  Montana  state  and  local 
government  securities. 

Fiscal  Impact: 

Data  limitations  pertaining  to  the  split  in  the  distribution  of  this  income  between 
in-state  and  out-of-state  investors  precludes  an  accurate  estimate  of  the  fiscal 
impact.   The  impact  is  probably  more  than  $100,000,  however. 

28  OTHER  EXCLUSIONS  FROM  FEDERAL  INCOME 

MCA  15-30-111 

Description  and  Purpose: 

There  are  a  number  of  other  exclusions  from  federal  income  whose  tax 
expenditures  each  are  less  than  $100,000.   These  are: 

a)  Agricultural  Cost  Sharing  Payments 

Conservation  pajrments  received  under  various  programs  of  the  U.S. 
Department  of  Agriculture  are  exempt  from  taxation.  The  payments  must  be 
used  to  conserve  soil  and  water  resources,  improve  forests,  or  provide  a 
habitat  for  wildlife;  they  must  not  contribute  to  annual  increases  in  income 
from  the  property;  and  must  be  for  a  capital  expense.  This  is  a  subsidy  and 
incentive  for  farmers  to  invest  in  conservation  improvements. 

b)  Employer-Provided  Accident  and  Disability  Insurance  Premiums 

Premiums  paid  by  an  employer  to  an  employee  accident  and  disability  plan 
are  excluded  from  the  gross  income  of  the  employee.  This  provides  an 
incentive  for  employers  to  provide  compensation  in  the  form  of  nontaxable 
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insurance,  rather  than  taxable  wages  and  salaries;  it  also  contributes  to 
income  security  in  the  event  of  disabling  accidents. 

c)  Employee  Awards 

Employee  achievement  awards  are  deductible  by  the  employee,  only  to  the 
extent  that  the  employer  can  deduct  the  cost  of  the  award.  Employer 
deductibility  is  limited  to  $400  for  any  individual,  or  $1,600  for  a  "qualified 
plan  award".  This  exclusion  provides  an  incentive  to  promote  and  foster 
productive  performance  and  employee  morale. 

d)  Retired  Military  Disability  Pensions 

Retired  military  personnel  who  have  at  least  a  30%  disability  may  exclude 
qualified  pension  payments.  This  provides  financial  support  for  disabled 
military  retirees. 

e)  Deferral  of  Gain  on  Installment  Sales  by  Non-Dealers 

A  method  of  accounting  known  as  installment  reporting  may  be  used  for 
installment  sales  of  property  by  a  non-dealer.  Instead  of  reporting  income  in 
the  year  of  the  sale,  the  taxpayer  is  allowed  to  report  income  in  the  year  when 
cash  from  the  sale  is  received.  This  exclusion  grants  financial  assistance  to 
non-dealers  providing  installment  sales,  by  averting  potential  cash  flow 
problems. 

f)  Certain  Foster  Care  Payments 

wSubject  to  certain  conditions  and  limits,  payments  for  foster  care  for  services 
supplied  in  the  provider's  home  are  excluded  from  income.  This  provides  an 
incentive  and  financial  assistance  in  the  caring  of  foster  care  individuals. 

g)  Employer-Provided  Death  Benefits 

Benefits  paid  by  an  employer  in  the  event  of  an  employee's  death,  are 
excludable  (up  to  $5,000)  from  the  income  of  the  beneficiaries  or  the 
employee's  estate.  This  provides  financial  assistance  to  the  beneficiaries  of 
the  employee. 

h)   Black  Lung  Disease  Benefits  to  Disabled  Coal  Miners 

Benefits  are  excluded  from  income,  which  are  provided  by  certain  federal 
programs  to  coal  miners  totally  disabled  as  a  result  of  black  lung  disease. 
Benefits  granted  to  widows/dependents  of  coal  miners  who  died  as  a  result  of 
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black  lung  disease  are  also  excluded. 

Combined  Fiscal  Impact: 

FY  1994 $      4()(),()()() 

FY  1995 $      4()(),()()() 


INDIVIDUAL  INCOME  TAX  -  DEDUCTIONS  FROM  FEDERAL  INCOME 


As  with  the  previous  section,  the  following  deductions  from  federal  income  (items  29- 
37)  are  passive  tax  expenditures,  in  that  they  are  derived  from  federal  tax  laws.  The 
adoption  of  these  deductions  at  the  state  level  simplifies  administration  of  the  state 
tax  code. 


29  DEPRECIATION  IN  EXCESS  OF  STRAIGHT-LINE  DEPRECIATION 

MCA  15-30-111 

Description: 

Deductions  for  depreciation  are  allowed  to  reflect  the  wear,  tear,  and  obsolescence 
of  goods  that  have  a  useful  life  of  more  than  one  year  purchased  for  use  in 
businesses.  Economic  or  straight-line  depreciation  is  based  on  the  expected 
economic  life  of  an  asset.  Economic  depreciation  varies  from  asset  to  asset,  and 
may  be  significantly  different  for  personal  property  (equipment)  relative  to  real 
property  (structures). 

Depreciation  deductions  may  be  increased  in  the  early  years  of  an  asset's  life  in 
two  ways:  (1)  alternative  depreciation  methods,  such  as  double  declining  balance, 
may  be  applied,  or  (2)  the  economic  life  of  the  asset  may  be  arbitrarily  shortened, 
as  was  done  with  most  assets  under  the  Accelerated  Cost  Recovery  System 
(ACRS). 

Prior  to  1981,  depreciation  was  calculated  using  the  Class  Life  Asset  Depreciation 
Range  System  (ADR).  Assets  were  assigned  useful  lives  approximating  their 
economic  life,  and  taxpayers  were  allowed  to  use  sum-of-the-year's-digits  or  the 
double  declining  balance  methods,  as  well  as  the  straight-line  method  of 
accounting.  The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  introduced  the 
Accelerated  Cost  Recovery  System  (ACRS),  which  allowed  the  use  of  accelerated 
accounting  methods  applied  over  substantially  shortened  asset  lives.    ACRS  is 
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applicable  to  property  placed  in  service  after  1980  and  before  1987. 

The  Tax  Reform  Act  of  1986  (TRA86)  revamped  depreciation  laws  by  introducing 
the  Modified  Accelerated  Cost  Recovery  System  (MACRS).  MACRS  extended  the 
depreciable  life  of  residential  and  nonresidential  real  estate,  and  required  use  of 
the  straight-line  method  for  these  assets.  With  some  exceptions,  however,  class 
lives  for  other  property  were  kept  the  same  as  vmder  ACRS,  vdth  some 
acceleration  in  accounting  methods  for  specific  classes  of  property  allowed. 

Depreciation  that  is  in  excess  of  straight-line  depreciation  schedules  for  an  asset's 
estimated  useful  economic  life,  is  considered  a  tax  expenditure. 

Purpose: 

Accelerated  methods  of  depreciation  provide  an  incentive  for  investment  in 
equipment  and  structures,  by  reducing  the  effective  price  of  capital  assets. 


Fiscal  Impact: 

a)  Rental  Housing 

FY  1994 $      322,000 

FY  1995 $      366,000 

b)  Other  Buildings 

FY  1994 $    1,223,000 

FY  1995 $    1,268,000 

c)  Equipment 

FY  1994 $   2,729,000 

FY  1995 $   2,813,000 

d)  TOTAL 

FY  1994 $   4,274,000 

FY  1995 $  4,448,000 
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30  CASH  ACCOUNTING  FOR  AGRICULTURE 

MCA  15-30-111 

Description: 

Farmers  and  ranchers  may  elect  the  cash  method  of  account! n{,%  rather  than  tlii' 
accrual  method.  Generally,  the  accrual  method  is  preferred  as  i(  matclies  income 
and  expenses  as  of  the  date  earned  or  incurred,  rather  than  received/paid.  'I'he 
difference  in  taxes  on  net  income  between  the  cash  and  accrual  methods  is 
considered  a  tax  expenditure.  To  the  extent  that  expenses  are  pre-paid,  the  tax 
expenditure  is  related  to  a  deduction  from  federal  income;  to  the  extent  of  income 
earned  but  not  received,  it  represents  an  exclusion. 

Purpose: 

This  provision  provides  financial  assistance  to  farmers/ranchers  electing  the  cash 
system  of  accounting. 

Fiscal  Impact: 

FY  1994 $  8]H,()0() 

FY  1995 $  Hir;,0()() 


3 1  EXPENSING  CERTAIN  AGRICULTURAL  MULTI-PERIOD  PRODUCIION 
COSTS 

MCA  15-30-111 

Description: 

Farmers  and  ranchers  may  elect  to  deduct,  rather  than  capitalize,  fertilizer  costs, 
costs  of  raising  livestock,  and  soil  and  water  conservation  expenditures,  even  if 
the  benefits  from  these  purchases  last  more  than  one  year. 

Purpose: 

This  provides  economic  assistance  to  the  farming  and  ranching  community. 

Fiscal  Impact: 

FY  1994 $   644,000 

FY  1995 $   644,000 
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32  EXEMPTION  OF  REGULATED  INVESTMENT  COMPANY  EXPENSES 
FROM  THE  MISCELLANEOUS  DEDUCTION  FLOOR 

MCA  15-30-111 

Description: 

The  adjusted  gross  income  of  a  Regulated  Investment  Company  (RIC)  is  computed 
the  same  as  for  an  individusd  except  that  the  RIC  can  deduct  in  full  the  costs 
associated  with  its  administration.  These  expenses  are  not  included  in  those 
miscellaneous  deductions  subject  to  the  2%  deduction  floor. 

Purpose: 

The  purpose  of  this  exemption  is  to  stimulate  investment  in  the  economy  through 
the  use  of  regulated  investment  companies. 

Fiscal  Impact: 

FY  1994 $  431,000 

KY  1995 $  495,000 


33  PARENTAL  PERSONAL  EXEMPTION  FOR  STUDENTS  AGE  19 
THROUGH  23 

MCA  15-30-111 

Description: 

Taxpayers  are  allowed  to  claim  an  exemption  for  each  dependent.  Generally, 
persons  with  taxable  gross  income  equal  to  or  greater  than  the  exemption  amount 
don't  qualify  as  dependents.  One  exception  to  this  rule  is  that  the  gross  income 
test  does  not  apply  if  the  dependent  is  the  taxpayer's  child  and  is  a  student,  age 
19  through  23. 

Purpose: 

This  provides  an  incentive,  and  financial  assistance,  for  education  of  taxpayers' 
children. 
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Fiscal  Impact: 

FY  1994 $    4;n,ooo 

FY  1995 $      451,000 


34  EXPENSING  OF  EXPLORATION  AND  DEVELOPMENT  COSTS 

MCA15-30-111 

Description: 

"Intangible"  drilling  and  development  costs  of  oil,  gas,  and  geotherrnal  wells,  and 
expenditures  for  the  development  of  minerals  other  than  oil  or  gas,  may  he  fully 
deducted  in  the  year  in  which  they  occur. 

Purpose: 

This  provides  a  financial  incentive  for  the  exploration  and  development  of  natural 
resources. 

Fiscal  Impact: 

FY  1994 $      230,000 

FY  1995 $      2:U),000 

35  EXCESS  OF  PERCENTAGE  DEPLETION  OVER  COST  DEPLETION 

MCA  15-30-111 

Description: 

All  exhaustible  natural  deposits  and  timber  qualify  for  deduction  of  a  reasonable 
allowance  for  depletion  based  on  the  taxpayer's  cost  or  other  basis  of  the 
resources.  This  is  referred  to  as  "cost  depletion",  and  is  very  similar  to 
depreciation  in  its  application.  But  in  the  case  of  minerals  including  certain  oil 
and  gas  properties,  the  depletion  deductions  may  be  computed  as  a  specified 
percentage  of  gross  income  (which  has  no  relationship  to  the  basis  of  the  mineral), 
if  greater  than  cost  depletion.  The  amount  of  percentage  depletion  that  is  in 
excess  of  cost  depletion  is  considered  a  tax  expenditure. 
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Purpose: 

This  deduction  provides  a  financial  incentive  to  small  operators  for  the  extraction 
of  oil,  gas,  and  other  mineral  deposits. 

Fiscal  Impact: 

FY  1994 $      230,000 

FY  1995 $      230,000 


86  AMORTIZATION  OF  BUSINESS  START-UP  COSTS 

Mf;A  15-30-111 

Description: 

Taxpayers  may  elect  to  amortize  (expense)  qualifying  business  start-up  costs  over 
at  least  a  five-year  period.  Start-up  costs  include  expenditures  connected  with 
investigating  the  creation  or  acquisition  of  an  active  trade  or  business,  and 
certain  other  costs  of  creating  an  active  trade  or  business.  In  the  absence  of  this 
provision,  these  costs  would  be  included  in  the  original  basis  of  the  business  and 
not  recovered  until  the  business  was  sold. 

Purpose: 

This  provides  an  incentive  for  the  formation  of  new  businesses,  and  mitigates  the 
tax  impact  on  new  businesses. 

Fiscal  Impact: 

FY  1994 $     129,000 

FY  1995 $     129,000 

37  OTHER  DEDUCTIONS  FROM  FEDERAL  INCOME 

M(1A  15-30-111 

Description  and  Purpose: 

Tliere  are  a  number  of  other  exclusions  from  federal  income  whose  tax 
expenditures  each  are  less  than  $100,000.   These  are: 
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a)  Expensing  Multi-Period  Timber  Growing  Costs 

Multi-period  costs  incurred  for  management  and  protection  (labor  and 
materials  for  fire,  disease  and  insect  control,  and  expenses  for  the  removal  of 
unwanted  trees  and  brush)  of  timber  stands  within  the  first  one  to  two  years 
after  planting  are  deductible.  This  provision  provides  financial  assistance  in 
the  development  of  new  stands  of  timber. 

b)  Special  Rules  for  Mining  Reclamation  Reserves 

Normally,  accounting  rules  will  not  allow  a  deduction  for  expenses  ass(»(:iated 
with  reclamation  activities  until  the  activities  are  actually  performed. 
However,  taxpayers  may  make  a  special  election  to  deduct  current  allocations 
to  a  reserve  fund  dedicated  to  reclamation  activities.  The  amount  allocable 
in  each  year  is  limited  to  the  amount  needed  to  raise  the  reserve  to  a  level 
sufficient  to  reclaim,  at  current  prices,  the  amount  of  land  thus  far  disturbed. 
This  provides  an  incentive  to  insure  funding  for  reclamation  activities  v.ill  be 
available  at  the  time  reclamation  is  to  be  performed. 

c)  Expensing  Depreciable  Business  Property 

Certain  taxpayers  may  elect  to  expense  up  to  $10,000  per  year  of  the  value 
of  depreciable  property  used  in  the  active  conduct  of  a  trade  or  business.  The 
$10,000  expense  election  is  reduced  dollar-for-dollar  for  eligible  personal 
property  placed  in  service  in  excess  of  $200,000.  This  expensing  option 
results  in  an  incentive  for  investment  in  equipment,  especially  for  small 
businesses. 

d)  Cash  Accounting  for  Non-Agricultural  Sectors 

Taxpayers  may  elect  the  cash  method  of  accounting,  rather  than  the  accrual 
method.  Generally,  the  accrual  method  is  preferred  as  it  matches  income  and 
expenses  as  of  the  date  earned/incurred,  rather  than  received  or  paid.  The 
difference  in  taxes  on  net  income  between  the  cash  and  accrual  methods  is 
considered  a  tax  expenditure.  This  provision  of  federal  tax  law  provides 
financial  assistance  to  businesses  electing  the  cash  method  of  accounting. 

e)  Expensing  Costs   of  Removing  Architectural   and   Transportation 
Barriers 

A  taxpayer  may  elect  to  treat  up  to  $15,000  of  qualified  architectural  and 
transportation  barrier  removal  expenses  as  a  current  deduction,  rather  than 
as  a  charge  to  a  capital  account.  This  provides  financial  assistance  to  help 
make  businesses  more  accessible  to  physically  challenged  persons. 
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f)    Expensing  Magazine  Circulation  Expenditures 

Generally,  expenses  incurred  in  creating  or  developing  an  asset  must  be 
capitalized  (i.e.,  included  in  the  value  of  the  asset).  However,  under  this 
provision  of  federal  law,  publishers  of  periodicals  can  deduct  expenditiires  to 
establish,  maintain,  and  increase  circulation.  This  provides  financial 
assistance  to  publishers  of  periodicals. 

Combined  Fiscal  Impact: 

FY  1994 • $  200,000 

FY  1995 $  200,000 


INDIVroUAL  INCOME  TAX  -  MONTANA  EXCLUSIONS/EXEMPTIONS 


The  following  exclusions  and  exemptions  (items  38-44)  are  above  and  beyond  federal 
cxclusion.s/exemptions.    They  are  specific  to  Montana  and  were  enacted  by  various 

slate  legislatures. 


38  EXEMPT  RETIREMENT  INCOME 

MCA  15-30-111  (2) 

Description: 

Taxpayers  are  allowed  to  exclude  up  to  $3,600  in  pension  and  annuity  income. 
For  filers  with  federal  adjusted  gross  income  greater  than  $30,000,  the  $3,600 
exclusion  is  reduced  by  $2  for  every  $1  of  federal  adjusted  gross  income  in  excess 
or$30,000.  The  exclusion  is  zero  for  taxpayers  with  federal  adjusted  gross  income 
over  $31,800. 

Purpose: 

This  provides  economic  relief  to  retirees. 

Fiscal  Impact: 

FY  1994 $   6,817,000 

FY  1995 $   7,399,000 
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39  ADDITIONAL  EXEMPTIONS  FOR  THE  65  AND  OVER  AGE  GROUP,  AND 
FOR  CERTAIN  PHYSICALLY  CHALLENGED  PERSONS 

MCA  15-30-112  and  15-30-114 

Description: 

Taxpayers  and  their  spouses  are  both  allowed  additional  exemptions  if  65  years 
of  age  and  over.  Certain  visually  impaired  taxpayers  and  their  spouses  are  also 
granted  additional  exemptions.  In  addition,  certain  disabled  dependent  children 
are  eligible  for  an  extra  exemption.  In  tax  year  199]  there  were  83,596  additional 
exemptions  claimed  under  this  provision. 

Purpose: 

This  provides  financial  assistance  to  the  age  65  and  over  and  physically 
challenged  groups. 

Fiscal  Impact: 

FY  1994 $   4,078,000 

FY  1995 $   4,348,000 


40  EXEMPT  UNEMPLOYMENT  BENEFITS 

MCA  15-30-101  (7) 

Description: 

Unemployment  compensation  is  excluded  from  gross  income. 

Purpose: 

The  purpose  of  this  exclusion  is  to  provide  additional  economic  assistance  to 
unemployed  persons. 

Fiscal  Impact: 

FY  1994 $   2,209,000 

FY  1995 $   2,251,000 
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41  INTEREST  EXCLUSION  FOR  65  AND  OVER  AGE  GROUP 

MCA  15-30-111  (2) 

Description: 

Taxpayers  age  65  or  older  are  allowed  an  exclusion  of  interest  income  up  to 

if  filing  a  single,  married-separate,  or  head-of-household  return;  and  up  to  $1,600 

if  filing  a  joint  return. 

Purpose: 

This  tax  provision  gives  economic  relief  to  taxpayers,  age  65  and  over. 

Fiscal  Impact: 

FY  1994 $    1,922,000 

FY  1995 $   2,019,000 

42  CAPITAL  GAINS  EXCLUSION 

MCA  15-30-110 

Description: 

Taxpayers  are  allowed  to  exclude  from  adjusted  gross  income  40  percent  of  the 
gain  from  the  sale  or  exchange  of  capital  assets,  stemming  from  agreements 
entered  into  hefore  January  1,  1987. 

Purpose: 

The  Tax  Reform  Act  of  1986  eliminated  the  60  percent  exclusion  for  long-term 
capital  gains,  and  recjuired  100  percent  of  capital  gains  to  be  reported  as  ordinary 
income.  The  40  percent  Montana  exclusion  provides  an  inflationary  hedge  for 
Montana  investors  who  entered  into  installment  sales  agreements  prior  to 
January  1,  1987.    Over  time  this  tax  expenditure  will  erode  to  zero. 

Fiscal  Impact: 

FY  1994 $    1,185,000 

FY  1995 $    1,094,000 
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43  EXCLUDED  TIP  INCOME 

MCA  15-30-111 

Description: 

Income  from  tips  received  for  services  provided  in  licensed  I'ood,  bevcraj^e,  or 
lodging  businesses  are  excludable. 

Purpose: 

This  exclusion  gives  financial  relief  to  food,  beverage,  and  lodging  service  workers, 
as  well  as  provides  ease  of  tax  administration.  , 

Fiscal  Impact: 

FY  1994 $   ;i.30,000 

FY  1995 $  :^.::18,000 

44  OTHER  MONTANA  EXCLUSIONS 

MCA  15-30-111  and  80-12-211 
Description  and  Purpose: 

Montana  and  federal  statutes  provide  for  the  following  exclusions  from  income: 

a)  Disability  Income 

Disability  payments  of  up  to  $5,200  per  year  are  excludable.  This  provides 
financial  assistance  to  persons  receiving  disability  income. 

b)  Wages  Covered  by  Federal  Targeted  Jobs  Credit 

Employers  may  deduct  the  full  amount  of  wages  and  salaries  for  employees 
hired  under  the  federal  targeted  jobs  program,  even  though  the  employer 
claims  a  tax  credit  for  this  activity.  Under  federal  law,  the  wage  and  salary 
deduction  must  be  reduced  dollar  for  dollar  for  the  amount  of  the  credit. 

c)  Land  Sales  to  Beginning  Farmiers 

Up  to  $50,000  in  income  or  capital  gains  fi-om  the  sale  of  land  consisting  of 
more  than  80  acres  to  a  beginning  farmer  at  9%  or  less  interest  on  a  long- 
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term  contract  is  excludable.  This  provides  financial  assistance  to  farmers/ 
ranchers,  and  is  an  incentive  for  land  to  remain  in  an  agricvdtnral  use. 

d)  IndJIan  Reservation  Income 

Income  earned  by  an  enrolled  member  of  an  American  Indian  tribe  while 
living  and  working  on  a  reservation  is  excludable.  This  gives  financial  relief 
to  tribal  members,  living  and  working  on  a  reservation. 

e)  Independent  Liability  Funds 

Amounts  contributed  by  small  businesses  to  independent  liability  funds  may 
be  deducted.  This  provision  encourages  the  use  of  independent  liability  fiinds 
by  small  businesses  defined  by  criteria  of  the  U.S.  Small  Business 
Administration. 

f)  S  Corporation  Income 

Undistributed  earnings  from  federal  S  Corporations  for  which  a  comparable 
election  has  not  been  made  for  state  tax  purposes  is  excludable.  The  purpose 
of  this  provision  is  to  reconcile  the  divergent  tax  treatment  afforded  the  same 
corporation  at  different  levels  of  government. 

ll)    Exempt  Military  Pay 

Active  duty  pay  for  a  member  of  the  regular  armed  forces  is  exempt.  This 
grants  financial  relief  to  members  of  the  armed  forces  on  active  duty. 

Combined  Fiscal  Impact: 

Because  these  items  are  all  reported  on  a  single  line  on  the  tax  form,  it  is  not 
possible  to  accurately  disaggregate  the  individual  impact  of  each  one.  Therefore, 
the  total  expenditure  of  all  of  the  above  items  taken  together  is  reported. 

FY  1994 $    12,835,000 

FY  1995 $    13,552,000 


INDIVIDUAL  INCOME  TAX  ■  ITEMIZED  DEDUCTIONS 


Molilalia's  itemized  deductions  are  primarily  passive  in  nature  in  that  most  are  tied 
to  allowable  federal  itemized  deductions.   However,  itemized  deductions  for  federal 
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income  taxes  paid  during  the  tax  year,  child  and  dependent  care  expenses,  and  long- 
term  care  insurance  premiums  are  Montana-specific  deductions. 


45  FEDERAL  INCOME  TAX  PAID 

MCA  15-30-121  (2) 

Description: 

A  deduction  is  allowed  for  the  amount  of  federal  income  tax  actually  paid  during 
the  tax  year. 

Purpose: 

Provides  financial  assistance  to  those  taxpayers  using  this  deduction. 

Fiscal  Impact: 

FY  1994 $   90,9.'i6,,000 

FY  1995 S   93,.':!29,000 

46  HOME  MORTGAGE  INTEREST 

MCA  15-30-121  (1) 

Description: 

Qualified  residence  interest  is  deductible  to  the  extent  that  it  represents  interest 
on  "acquisition  indebtedness"  not  in  excess  of  $1,000,000;  or  "equity  indebtedness" 
not  in  excess  of  $100,000.  "Acquisition  indebtedness"  is  debt  incurred  in 
acquiring,  constructing,  or  improving  the  residence;  "equity  indebtedness"  is  any 
indebtedness,  other  than  acquisition  indebtedness,  to  the  extent  that  total 
indebtedness  does  not  exceed  the  fair  market  value  of  the  residence.  Qualified 
residence  is  the  taxpayer's  principle  residence  and/or  a  second  residence  selected 
by  the  taxpayer,  for  the  tax  year. 

Purpose: 

The  deduction  for  home  mortgage  interest  reduces  the  cost  of  homeownership, 
pro\'ides  an  incentive  for  residential  development  and  economic  growth,  and 
promotes  the  social  goal  of  affordable  housing. 
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Fiscal  Impact: 

FY  1994 $  31,646,000 

FY  1995 $  31,891,000 


47  CONTRIBUTIONS 

MCA  15-30-121  (1) 

Description: 

Contributions  to  organizations  that  are  religious,  charitable,  educational, 
scientific,  or  literary  in  purpose  are  deductible.  Generally,  the  deduction  for 
contributions  is  limited  to  50%  of  an  individual's  adjusted  gross  income. 

Purpose: 

This  deduction  acts  to  reduce  the  cost  of  making  charitable  contributions,  thereby 
increasing  the  amount  of  these  types  of  contributions. 

Fiscal  Impact: 

FY  1994 $    12,872,000 

FY  1995 $    13,029,000 

48  REAL  AND  PERSONAL  PROPERTY  TAXES 

MCA  15-30-121  (1) 

Description: 

A  deduction  is  allowed  for  any  taxes  paid  on  real  and  personal  property  not 
associated  with  the  taxpayer's  business. 

Purpose: 

Allowing  a  deduction  for  property  taxes  enhances  the  ability  of  local  governments 
to  raise  revenues  needed  to  fund  local  activities. 
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Fiscal  Impact: 

FY  1994 $  11,248,000 

FY  1995 $  11,350,000 


49  MEDICAL  AND  DENTAL  EXPENSE 

MCA  15-30-121  (1) 

Description: 

Expenditures  for  specified  medical  expenses  are  deduct ilile  to  (he  extent  (tiat  I  hey 
exceed  7.57r  of  the  taxpayer's  adjusted  gross  income. 

Purpose: 

The  deduction  for  medical  expenses  is  provided  on  the  grounds  that  these  types 
of  expenditure  are  largely  involuntary,  and  may  be  burdensome  to  the  point  of 
substantially  reducing  tax  capacity.  The  deduction  also  provides  limited  financial 
relief  to  those  individuals  having  no  health  insurance  coverage. 

Fiscal  Impact: 

FY  1994 $   9,380,000 

FY  1995 $  10,078,000 

50  MISCELLANEOUS  DEDUCTIONS 

MCA  15-30-121  (1) 

Description: 

The  Tax  Reform  Act  of  1986  provided  for  two  types  of  miscellaneous  deductions. 
The  first  type,  which  includes  unreimbursed  job  related  expenses  and  expenses 
associated  with  producing  other  income,  is  subject  to  a  2%  of  adjusted  gross 
income  floor. 

Other  miscellaneous  expenses,  such  as  gambling  losses,  are  not  subject  to  the 
floor. 
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Purpose: 

This  deduction  is  allowed  on  the  general  understanding  that  costs  associated  with 
the  production  of  income  are  appropriately  deductible. 

Fiscal  Impact: 

FY  1994 $   6,770,000 

FY  1995 $   6,712,000 


51  DEDUCTIBLE  INVESTMENT  INTEREST 

M(!A  15-30-121  (1) 

Description: 

The  deduction  for  investment  interest  was  limited  by  the  Tax  Reform  Act  of  1986. 
Investment  interest  is  deductible  only  to  the  extent  of  "net  investment  income"; 
however,  interest  that  is  disallowed  due  to  this  limitation  may  be  carried  over  to 
subsequent  years. 

Purpose: 

Technically,  the  deduction  for  interest  on  investments  represents  an  allowance 
for  costs  associated  with  acquiring  specific  assets.  Failing  to  allow  the  deduction 
would  result  in  an  overstatement  of  net  income.  Practically  speaking,  the 
deduction  provides  an  incentive  for  savings  and  investment. 

Fiscal  Impact: 

FY  1994 $  2,595,000 

FY  1995 $  2,507,000 

52  OTHER  DEDUCTIBLE  TAXES 

MCA  15-30-121  (1) 

Description: 

A  deduction  is  allowed  for  motor  vehicle  fees  and  taxes,  and  any  other  deductible 
taxes  paid  during  the  tax  year. 
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Purpose: 

Allowing  a  deduction  for  motor  vehicles  is  consistent  with  allowing  a  deduction 
for  other  forms  of  personal  property. 

Fiscal  Impact: 

FY  1994 $      2,()7(),()()() 

FY  1995 $      2,()9:!,()()() 


53  LONG-TERM  CARE  INSURANCE  PREMIUMS 

MCA  15-30-121  (1) 

Description: 

Insurance  premiums  paid  to  provide  for  long-term  care  insurance  are  deductible 
in  full.  In  order  to  qualify  for  the  deduction,  the  benefits  provided  by  ihc 
insurance  policy  must  meet  or  exceed  the  minimum  standards  established  by  the 
Montana  State  Auditor's  Office,  Insurance  Commission  Division. 

Purpose: 

Provides  an  incentive  for  taxpayers  to  purchase  an  alternative  means  of  providing 
long-term  care  (e.g.,  nursing  home  care).  Provision  of  long-term  care  through 
private  insurance  reduces  the  reliance  on  public  (medicaid)  payments  for  these 
types  of  services,  thereby  reducing  state  obligations  and  expenditures. 

Fiscal  Impact: 

FY  1994 $      44(3,000 

FY  1995 $      450,000 

54  MOVING  EXPENSE 

MCA  15-30-121  (1) 

Description: 

Beginning  in  1987,  the  costs  associated  with  a  job-related  move  were  no  longer 
a  deduction  towards  federal  adjusted  gross  income,  but  became  an  itemized 
deduction.    All  direct,  and  certain  indirect,  costs  associated  with  a  job-related 
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move  arc  deductible. 

Purpose: 

The  purpose  of  allowing  this  deduction  is  two-fold:  first,  the  deduction  represents 
a  cost  of  producing  income;  second,  the  deduction  contributes  to  increases  in  the 
mobility  of  labor. 

Fiscal  Impact: 

KY  1994 $      399,000 

FY  1995 $      387,000 


55  CASUALTY/THEFT  LOSSES 

M(!A  15-30-121  (1) 

Description: 

A  taxpayer  may  deduct  casualty  and  theft  losses  on  personal  property  only  to  the 
extent  that  1)  the  loss  exceeds  $100,  and  2)  all  of  the  casualty  or  theft  losses  for 
the  year  exceed  10%  of  adjusted  gross  income  for  the  year.  With  regard  to  theft 
losses,  the  loss  amount  is  equal  to  the  lesser  of  the  property's  fair  market  value 
or  adjusted  basis,  reduced  by  any  insurance  or  other  compensation  received  or 
iccovcrahle. 

Purpose: 

(Casualty  and  (heft  losses  are  viewed  as  "negative"  income  in  the  year  of  loss,  and 
are  hence,  allowed  as  a  deduction.  The  validity  of  this  deduction  is  sometimes 
called  into  question  on  the  grounds  that  almost  all  such  losses  are  covered  by 
insurance. 

Fiscal  Impact: 

FY  1994 $      109,000 

FY  1995 $      108,000 
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56  CHILD/DEPENDENT  CARE  EXPENSE 

MCA  15-30-121  (3) 

Description: 

This  deduction  is  not  provided  at  the  federal  level,  but  is  provided  specifically 
through  state  statutes.  Subject  to  specific  rules  and  limitations,  taxpayers  are 
allowed  a  deduction  for  employment-related  expenses  associated  witb  cbild  and/or 
dependent  care. 

Purpose: 

This  deduction  is  intended  to  provide  economic  relief  to  households  wheic  the 
expense  of  caring  for  dependents,  necessary  to  allow  gainful  employment,  is 
detrimentally  burdensome. 

Fiscal  Impact: 

FY  1994 $      6] ,000 

FY  1995 $      52,000 


INDIVroUAL  INCOME  TAX  -  MONTANA  CREDITS 


The  following  state  tax  credits  (items  57-65)  are  all  tax  expenditures  at  the  state 
level.  While  some  of  the  credits  are  based  on  similar  federal  credits,  they  were  not 
made  credits  because  of  ease  of  administration,  rather  previous  Montana  Legislatures 
decided  to  provide  financial  relief  in  these  areas. 


57  ELDERLY  HOMEOWNERTRENTER  CREDIT 

MCA  15-30-171  through  15-30-179 

Description: 

Residents  age  62  or  older  who  have  lived  in  Montana  for  at  least  9  months  during 
the  claim  period,  are  eligible  for  a  refundable  property  tax  credit  not  to  exceed 
$400.   This  credit  is  claimed  on  the  individual  income  tax  form. 
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Purpose: 

This  provides  financial  assistance  to  homeowners/renters,  age  62  and  over,  on 
fixed  incomes. 

Fiscal  Impact: 

FY  1994 $   3,925,000 

FY  1995 $   4,040,000 


58  INCOME  TAXES  PAID  TO  OTHER  STATES  OR  COUNTRIES 

MCA  15-30-124 

Description: 

Residents  whose  Montana  adjusted  gross  income  includes  income  from  a  state- or 
country  which  does  not  allow  a  credit  for  Montana  income  tax  are  allowed  a  credit 
for  income  tax  paid  the  other  state  or  country. 

Purpose: 

This  prevents  the  double  taxation  of  income. 

Fiscal  Impact: 

FY  1994 $   3,600,000 

FY  1995 $   3,700,000 

59  INVESTMENT  TAX  CREDIT 

MCA  15-30-162 

Description: 

Montana  allows  an  investment  credit  equal  to  5%  of  the  federal  investment  credit 
up  to  a  maximum  of  $500  in  any  given  taxable  year.  The  federal  Tax  Reform  Act 
of  1986  repealed  the  federal  investment  credit.  Consequently,  the  tax 
expenditures  associated  with  this  credit  in  future  years  will  reflect  only  the 
carryforward  amounts  allowed  under  current  law. 
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Purpose: 

Investment  credit  provisions  are  designed  to  stimulate  investment  and  economic 
growth. 

Fiscal  Impact: 

FY  1994 $       27r..()()() 

FY  1995 $       2ir),()()() 


60  ELDERLY  CARE  CREDIT 

MCA  15-30-128 

Description: 

This  credit  is  available  to  individuals  for  a  portion  of  qualifying  health  expenses 
incurred  from  taking  care  of  a  family  member  65  years  of  age  anrl  over, 
determined  disabled  by  the  Social  Security  Administration,  and  with  gnjss  i  ncome 
of  not  more  than  $15,000  (unmarried  members),  $30,000  (married  members).  'I'ho 
credit  is  limited  to  $5,000  per  qualifying  family  member  up  to  a  maximum  of  two 
members,  and  generally  is  not  available  for  taxpayers  with  adjusted  gross  income 
greater  than  $55,000. 

Purpose: 

This  credit  provides  financial  assistance  to  those  individuals  incurring  a  financial 
burden  due  to  caring  for  a  disabled  family  member  aged  65  and  over,  and  to 
mitigate  the  impact  on  state  general  fund  Medicaid  expenditures  for  nursing 
home  care. 

Fiscal  Impact: 

FY  1994 $  250,000 

FY  1995 $  3()(),00fJ 
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61  CONTRACTORS'  GROSS  RECEIPTS  CREDIT 

MCA  15-50-207 

Description: 

Contractors  are  required  to  pay  an  additional  license  fee  equal  to  1%  of  the  gross 
receipts  from  government  contracts  during  the  income  year  for  which  the  license 
is  issued.  This  additional  fee  is  allowed  as  a  credit  against  the  contractor's 
individual  income  tax  liability. 

Purpose: 

This  provision  of  tax  law  facilitates  the  taxation  of  prime  and  sub-contractors, 
while  protecting  the  primary  contractor  from  being  taxed  twice  on  the  same 
earnings. 

Fiscal  Impact: 

FY  1994 $       200,000 

FY  1995 $       200,000 

62  MONTANA  CAPITAL  COMPANY  CREDIT 

MCA  90-8-202 

Description: 

'J'axpayers  are  allowed  an  income  tax  credit  for  investing  in  certified  Montana 
capital  companies.  The  credit  is  limited  to  50%  of  the  investment  up  to  $150,000 
per  taxpayer  for  regular  capital  companies,  and  up  to  an  additional  $250,000  for 
the  one  qualified  Montana  small  business  investment  capital  company. 

Purpose: 

This  provides  an  incentive  to  encourage  the  formation  of  venture  and  equity 
capital  in  Montana. 

Fiscal  Impact: 

FY  1994 $      125,000 

FY  1995 $      100,000 
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63  INSTALLATION  OF  NON-FOSSIL  ENERGY  SYSTEMS 

MCA  15-32-115  and  15-32-201 

Description: 

Resident  taxpayers  who  install  an  energy  system  using  a  non-fossil  form  of  energy 
generation  (including  geothermal  and  wood  stoves)  in  their  principal  dwelling,  are 
entitled  to  a  credit  of  up  to  $250  ($500  for  pellet  stoves).  With  the  exception  of 
geothermal  installations,  an  excess  tax  credit  may  be  carried  forward  for  four 
years. 

Purpose: 

This  credit  provides  an  economic  incentive  for  the  installation  of  non-fossil  energy 
systems,  and  promotes  conservation  of  fossil  fuels. 

Fiscal  Impact: 

FY  1994 $      ]  10,000 

FY  1995 $       90,000 

64  INVESTMENT  IN  ENERGY  CONSERVATION  INSTALLATIONS 

MCA  15-32-109 

Description: 

A  resident  taxpayer  who  makes  a  capital  investment  in  a  building  for  an  energy 
conservation  purpose,  is  allowed  a  credit  equal  to  5%  of  the  expenditure  up  to 
$150  for  a  residential  building,  and  5%  of  the  expenditure  up  to  $300  for  a 
building  not  used  as  a  residence. 

Purpose: 

This  provides  an  economic  incentive  for  energy  conservation  expenditures,  and 
promotes  conservation  of  fossil  fuels. 

Fiscal  Impact: 

FY  1994 $      100,000 

FY  1995 $      100,000 
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65  OTHER  MONTANA  CREDITS 

MCA  15-30-163,  15-30-188  through  15-30-191,  15-30-186,  15-30-129,  15-32-401 
through  15-32-407 

Description  and  Purpose: 

a)  College  Contribution  Credit 

Taxpayers  may  claim  as  a  credit  against  their  income  tax  10  percent  of  the 
amount  of  their  contributions  to  the  general  endowment  funds  of  the  Montana 
University  System  foundations,  or  to  the  general  endowment  fund  of  a 
Montana  private  college  or  its  foundation.  This  credit  encourages 
contributions  to  Montana  colleges  and  universities. 

b)  Rural  Physician  Credit 

Physicians  who  commence  practice  in  a  rural  area  (a  place  without  a  hospital 
of  at  least  60  beds  within  a  radius  of  30  miles)  are  granted  a  nonrefundable 
credit  of  $5,000,  which  may  be  clmmed  in  four  successive  years.  To  qualify 
for  the  credit,  the  physician  must  maintain  a  practice  for  at  least  9  months 
of  the  taxable  year  in  which  the  credit  is  claimed.  The  purpose  of  this  credit 
is  to  encourage  the  location  and  relocation  of  physicians  in  rural  areas. 

c)  Dependent  Care  Assistance  Credit 

Employers  are  granted  a  credit  for  dependent  care  assistance  actually 
provided  to  employees,  if  the  assistance  is  furnished  by  a  registered  or 
licensed  day-care  provider.  The  amount  of  the  credit  is  20  percent  of 
expenditures  up  to  a  maximum  credit  of  $1,250.  This  provides  an  incentive 
for  employers  to  fund  dependent  care  assistance  programs,  and  thus  grants 
financial  relief  to  working  parents. 

d)  Employer  Health  Insurance  Credit 

Employers  with  20  or  fewer  employees,  may  claim  a  nonrefundable  credit  of 
up  to  $3,000  for  expenditures  on  employee  health  insurance  premiums.  The 
credit  may  not  exceed  50  percent  of  the  premium  cost  for  each  employee,  and 
may  not  be  claimed  for  a  period  of  more  than  three  years.  The  piu-pose  of  this 
credit  is  to  encourage  health  insurance  coverage  for  uninsured  employees. 
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e)    Wind-Powered  Generation  Equipment  Credit 

Teixpayers  are  allowed  a  credit  of  35%  of  the  eligible  costs  for  investments  of 
$5,000  or  more  in  commercial  wind-generation  systems.  Eligible  costs  include 
certain  expenditures  for  generating  equipment,  safety  devices,  or  transmission 
lines.  If  the  investment  receives  federal  wind-generation  credits,  the  state 
credit  must  be  reduced  by  the  amount  of  federal  credit  such  that  the  effective 
credit  does  not  exceed  60%  of  the  eligible  costs.  The  credit  may  be  carried 
forward  for  a  period  of  seven  years.  This  credit  encourages  the  development 
of  a  wind  energy  industry  in  Montana. 

Combined  Fiscal  Impact: 

FY  1994 $     i;^(),000 

FY  1995 $     1 70,000 
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CORPORATION  LICENSE  TAX 


OVERVIEW  AND  SUMMARY 

Montana  ties  its  corporation  license  tax  directly  to  the  federal  definition  of  corporate 
taxable  income.  Corporations  are  then  required  to  add  back  to  federal  taxable  income 
any  Montana  corporation  tax  deducted  for  federal  purposes,  additions  to  reserves  for 
bad  debts,  and  other  miscellaneous  additions.  They  are  allowed  to  deduct  bad  debts 
actually  charged  off,  Montana  net  operating  losses,  and  other  miscellaneous 
deductions. 

The  corporation  license  tax  base  may  be  summarized  as  follows: 

Federal  Taxable  Income 

Plus:         Montana  Corporation  License  Tax 
Additions  to  Reserves  for  Bad  Debts 
Other  Additions 


Less:         Bad  Debts  Charged  Off 
Other  Deductions 
Montana  Net  Operating  Losses 

Equals:     Montana  Taxable  Income 


Tax  liability  is  computed  as  6.75  percent  of  Montana  taxable  income,  but  in  any  case 
not  less  than  $50.  (For  corporations  making  a  "water's  edge"  election  the  tax  rate  is 
7  percent.)  In  addition,  corporations  are  subject  to  a  2.3%  surtax  in  1992,  and  a  4.7% 
surtax  in  1993. 

liecause  Montana  ties  so  closely  to  federal  taxable  income,  almost  all  of  the  tax 
expenditures  associated  with  the  corporation  license  tax  are  "passive"  in  nature. 
However,  there  are  a  number  of  federal  corporation  tax  expenditures  that  are  not 
applicable  to  Montana.  For  example,  several  federal  tax  expenditure  items  are 
directed  at  insurance  companies  (underwriters).  Because  insurance  companies  pay 
a  premiums  tax  in  Montana,  they  are  exempt  from  the  corporation  license  tax,  and 
hence,  have  no  corporation  license  tax  expenditure  items.  Entities  that  are  exempt 
from  one  form  of  tax  in  lieu  of  paying  another  form  of  tax  are  not  considered  in  tax 
expenditure  analysis. 
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In  addition  to  the  above  mentioned  federal  tax  expenditure  items,  Montana  provides 
for  several  state-specific  tax  credits.  These  are  discussed  below  after  the  summary 
tax  expenditure  table  and  the  more  detailed  discussion  of  passive  expenditures. 


SUMMARY  OF  CORPORATION  LICENSE  TAX  EXPENDITURES 

Exclusions  from  Federal  Income  (paues  60-62) 

Fiscal  Impact  (thousands  $) 
Tax  Expenditure  Item  FY  1994      FY  1995     Biennium 

1.  Exclusion  of  Income  of  Foreign 

Sales  Corporations  170  178  348 

2.  Exclusion  of  Investment  Income  on  Life 

Insurance  and  Annuity  Contracts  118  153  271 

3.  Other  Exclusions  from  Federal  Income  200  200  400 

Deductions  from  Federal  Income  (pages  62-70) 

4.  Depreciation  in  Excess  of  Straight- 
line  Depreciation  5,809  5,975  11,784 

5.  Expensing  Midti-period  Timber 
Growing  Costs 

6.  Inventory  Property  Sales  Source 

7.  Cash  Accounting  for  Agriculture 

8.  Deductibility  of  Charitable 
Contributions 

9.  Employee  Stock  Ownership  Plans 

10.  Excess  of  Percentage  Depletion 
Over  Cost  Depletion  279  279  558 

11.  Expensing  of  Exploration  and 
Development  Costs  209  279  488 
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1,558 

1,558 

3,116 

452 

471 

923 

389 

389 

778 

313 

341 

654 

300 

300 

600 

Fiscal  Impact  (thousands  $) 

Tax  Expenditure  Item                                  FY  1994  FY  1995  Biennium 

12.  Expensing  of  Research  and 

Development  Expenditures                                     201  204  405 

13.  Completed  Contract  Rides                                       105  105  210 

14.  Other  Deductions  from  Federal  Income                200  200  400 

Montana  Credits  (pages  71-74) 

15.  Contractors' Gross  Receipts                                  1,000  1,000  2,000 

16.  investment  Tax  Credit                                             300  300  600 

17.  Montana  Capital  Company  Credit                         115  115  230 

18.  Other  Credits                                                             100  100  200 


59 


CORPORATION  LICENSE  TAX  ■  EXCLUSIONS  FROM  FEDERAL  INCOME 


The  following  exclusions  from  federal  income  (items  1-3),  are  all  passive  lax 
expenditures  associated  with  the  federal  tax  code,  and  are  incorporated  into  the 
Montana  tax  code  to  simplify  administration. 


1  EXCLUSION  OF  INCOME  OF  FOREIGN  SALES  CORPORATIONS 

MCA  15-31-113 

Description: 

Depending  on  the  pricing  rule  in  effect,  a  portion  of  the  foreign  trade  income  of 
a  Foreign  Sales  Corporation  is  exempt  from  tax.  If  the  income  is  hased  (jn  arms- 
length"  pricing,  32%  of  foreign  trade  income  is  exempt.  If  income  is  determined 
under  special  administrative  pricing  rules,  the  exempt  portion  is  16/23  of  the 
foreign  trade  income  from  the  transaction. 

Purpose: 

This  provides  financial  assistance  to  corporations  through  the  form  of  export 
subsidies. 

Fiscal  Impact: 

FY  1994 $      1 70,000 

FY  1995 $      178,000 

2  EXCLUSION  OF  INVESTMENT  INCOME  ON  LIFE  INSURANCE  AND 
ANNUITY  CONTRACTS 

MCA  15-31-113 

Description: 

Frequently,  corporations  purchase  life  insurance  policies  on  certain  employees. 
As  with  individuals,  the  "dividends"  earned  on  the  accumulated  premiums  are 
excluded  from  income. 
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Purpose: 

This  provision  encourages  investment  in  instruments  deemed  to  be  of  social  value. 

Fiscal  Impact: 

FY  1994 $      118,000 

FY  1995 $      153,000 

3  OTHER  EXCLUSIONS  FROM  FEDERAL  INCOME 

MCA  15-31-113 

Description  and  Purpose: 

There  are  four  additional  tax  expenditures  as  a  result  of  exclusions  from  federal 
income.  All  expenditures  are  estimated  to  be  less  than  $100,000  per  year.  These 
additional  tax  expenditure  items  are  as  follows: 

a)  Like-kind  Exchanges 

No  K'iiiii  •>''  '<)««  is  recognized  in  cases  where  property  held  for  productive  use  in 
business  is  exchanged  solely  for  property  of  a  "like  kind".  The  provision  does  not 
apply  to  inventory,  stocks,  bonds,  notes,  or  other  securities.  This  provides  for 
mobility  and  ease  of  administration  in  the  transfer  of  certain  assets. 

b)  Gain  from  a  Sale  or  Exchange  to  Comply  with  FCC  Policies 

Under  certain  conditions,  a  corporation  which  is  ordered  to  sell  or 
exchange  its  holding  to  comply  with  a  change  in  policy  (or  the  creation  of 
a  new  policy)  by  the  Federal  Communications  Commission,  can  choose  to 
treat  the  situation  as  an  involuntary  conversion  of  property.  Under  such 
circumstances  any  gain  identified  will  not  be  recognized.  The  purpose  of 
this  tax  code  provision  is  to  promote  compliance  with  new  or  changing 
policies  of  the  Federal  Communications  Commission. 

c)  Deferral  of  Gain  on  Non-Dealer  Installment  Sales 

A  method  of  accounting  known  as  installment  reporting  may  be  used  for 
installment  sales  of  property  by  a  non-dealer.  Instead  of  reporting  income 
in  the  year  of  the  sale,  the  taxpayer  is  allowed  to  report  income  in  the 
year  when  cash  from  the  sale  is  received.  This  exclusion  grants  financial 
assistance    to    non-dealers    providing    installment    sales,    by    averting 
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potential  cash  flow  problems. 

d)   Permanent  Exemption  from  Imputed  Interest  Rules 

In  certain  cases,  where  installment  sales  or  loan  afn^eements  fail  to 
provide  for  interest  at  a  minimum  rate  specified  by  law  or  the  Inlornal 
Revenue  Service,  interest  is  imputed  and  included  in  j^ross  income.  Sales 
of  less  than  $3,000  are  exempted  from  the  imputed  interest  rules  This 
provides  for  ease  in  the  administration  of  tax  laws. 

Combined  Fiscal  Impact: 

FY  1994 $   2()0,()0() 

FY  1995 $   2()(),()0() 


CORPORATION  TAX  -  DEDUCTIONS  FROM  FEDERAL  INCOME 


The    following   tax    expenditures    (items    4-14)    are   passive    in    nature    and    are 
incorporated  into  state  tax  laws  to  simplify  administration. 


4     DEPRECIATION  IN  EXCESS  OF  STRAIGHT-LINE  DEPRECIATION 

MCA  15-31-113 

Description: 

Deductions  for  depreciation  are  allowed  to  reflect  the  wear,  tear,  and  obsolescence 
of  goods  purchased  for  use  in  businesses  that  have  a  useful  life  of  more  than  one 
year.  Economic  or  straight-line  depreciation  is  based  on  the  expected  economic 
life  of  an  asset.  Economic  depreciation  varies  from  asset  to  asset,  and  may  be 
significantly  different  for  personal  property  (equipment)  relative  to  real  property 
(structures). 

Depreciation  deductions  may  be  increased  in  the  early  years  of  an  asset's  life  in 
two  ways:  (1)  alternative  depreciation  methods,  such  as  double  declining  balance, 
may  be  applied,  or  (2)  the  economic  life  of  the  asset  may  be  arbitrarily  shortened, 
as  was  done  with  most  assets  under  the  Accelerated  Cost  Recovery  System 
(ACRS). 
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Prior  to  1981,  depreciation  was  calcvilated  using  the  Class  Life  Asset  Depreciation 
Range  System  (ADR).  Assets  were  assigned  useful  lives  approximating  their 
economic  life,  and  taxpayers  were  allowed  to  use  sum-of-the-year's-digits  or  the 
double  declining  balance  methods,  as  well  as  the  straight-line  method  of 
accounting.  The  Economic  Recovery  Tax  Act  of  1981  (ERTA)  introduced  the 
Accelerated  Cost  Recovery  System  (ACRS),  which  allowed  the  use  of  accelerated 
accounting  methods  applied  over  substantially  shortened  asset  lives.  ACRS  is 
applicable  to  property  placed  in  service  after  1980  and  before  1987. 

The  Tax  Reform  Act  of  1986  (TRA86)  revamped  depreciation  laws  by  introducing 
the  Modified  Accelerated  Cost  Recovery  System  (MACRS).  MACRS  extended  the 
depreciable  life  of  residential  and  nonresidential  real  estate,  and  required  use  of 
the  straight-line  method  for  these  assets.  With  some  exceptions,  however,  class 
lives  for  other  property  were  kept  the  same  as  under  ACRS,  with  some 
acceleration  in  accounting  methods  for  specific  classes  of  property  allowed. 

Depreciation  that  is  in  excess  of  straight-line  depreciation  schedules  for  an  asset's 
estimated  useful  economic  life,  is  considered  a  tax  expenditure. 

Purpose: 

Accelerated  methods  of  depreciation  provide  an  incentive  for  investment  in 
e(]uipmcnt  and  structures,  by  reducing  the  effective  price  of  capital  assets. 


Fiscal  Impact: 

a)  Rental  Housing 

FY  1994 $      286,000 

FY  1995 $      306,000 

b)  r)ther  Buildings 

FY  1994 $    1,421,000 

FY  1995 $    1,428,000 

c)  F{|uipnient 

l''Y  1994 $   4,102,000 

FY  199r) $   4,241,000 
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d)  TOTAL 

FY  1994 $   r),«();),()()() 

FY  1995 $   r),97r),()()() 


5  EXPENSING  MULTI-PERIOD  TIMBER  GROWINCi  COSTS 

MCA  15-31-113 

Description: 

Multi-period  costs  incurred  for  management  and  protection  (labor  and  materials 
for  fire,  disease  and  insect  control,  and  expenses  for  the  removal  of  unwanted 
trees  and  brush)  of  timber  stands  within  the  first  one  to  two  years  after  planting,' 
are  deductible. 

Purpose: 

This  provision  provides  financial  assistance  in  the  development  of  new  stands  of 
timber. 

Fiscal  Impact: 

FY  1994 $    1,558.000 

FY  1995 $    1,558,000 

6  INVENTORY  PROPERTY  SALES  SOURCE  RULE  EXCEPTION 

MCA  15-31-113 

Description: 

The  general  rule  for  the  sourcing  of  income  from  the  sale  of  personal  property  as 
either  U.S.  source  income  or  foreign  source  income,  is  based  on  the  resid(>ncy  of 
the  seller.  However,  an  exception  is  provided  for  the  sale  of  inventory  property. 
Under  this  exception,  income  is  sourced  to  the  location  where  the  inventory  was 
sold. 

Purpose: 

This  provides  financial  assistance  to  firms  with  large  inventories  stored  in  foreign 
locations. 
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Fiscal  Impact: 

FY  1994 $   452,000 

FY  1995 $   471,000 

7     CASH  ACCOUNTING  FOR  AGRICULTURE 

MCA  15-31-113 

Description: 

Fanners  and  ranchers  may  elect  the  cash  method  of  accounting,  rather  than  the 
accrual  method.  Generally,  the  accrual  method  is  preferred  as  it  matches  income 
and  expenses  as  of  the  date  earned  or  incurred,  rather  than  received/paid.  The 
diHereiice  in  taxes  on  net  income  hetween  the  cash  and  accrual  methods  is 
considered  a  tax  expenditure.  To  the  extent  that  expenses  are  pre-paid,  the  tax 
expenditure  is  related  to  a  deduction  from  federal  income;  to  the  extent  of  income 
earned  hut  not  received,  it  represents  an  exclusion. 

Purpose: 

This  provision  represents  financial  assistance  to  farmers/ranchers  electing  the 
cash  system  of  accounting. 

Fiscal  Impact: 

FY  1994 $  389,000 

FY  1995 $  389,000 


8     DEDUCTIBILIIT  OF  CHARITABLE  CONTRIBUTIONS 

MCA  15-31-113 

Description: 

Contrihutions    to    organizations    that   are    religious,    charitable,    educational, 
scientific,  or  literary  in  purpose  are  deductible. 

Purpose: 

"^rhis  deduction  acts  to  reduce  the  cost  of  making  charitable  contributions,  thereby 
increasing  the  amount  of  these  contributions. 
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Fiscal  Impact: 

FY  1994 $      ■'!  1 ;{,()()() 

FY  1995 $      :M  I ,()()() 


9     EMPLOYEE  STOCK  OWNERSHIP  PLANS 

MCA  15-31-113 

Description: 

An  Employee  Stock  Ownership  Plan  (ESOP)  is  either  a  stock  bonus  benefit  plan, 
or  a  combination  stock  bonus  and  fixed  percentage  defined  contribution  pension 
plan,  which  invests  primarily  in  the  securities  of  the  given  employer.  For 
contributions  to  an  ESOP  made  in  1983  through  1986,  corporate  taxpayers  were 
allowed  to  deduct  the  lesser  of  either  the  total  value  of  emplfjyer  securilies 
transferred  to  the  ESOP  each  year,  or  0.5  percent  of  the  annual  compensation  of 
all  employees  covered  by  the  plan.  At  the  federal  level  this  jjrovision  was  a  tax 
credit,  while  at  the  state  level  it  was  a  deduction.  The  employer  contrihulions  to 
an  ESOP  deduction  is  still  a  relevant  tax  expenditure  because  of  the  ITj  year- 
carryover  provision  for  this  item. 

Purpose: 

This  provides  an  incentive  for  the  development  and  expansion  of  Employee  Stock 
Ownership  Plans. 

Fiscal  Impact: 

FY  1994 $      3()(),00() 

FY  1995 $      300,000 


10  EXCESS  OF  PERCENTAGE  DEPLETION  OVER  COST  DEPLETION 

MCA  15-31-113 

Description: 

All  exhaustible  natural  deposits  and  timber  qualify  for  deduction  of  a  reasonable 
allowance  for  depletion  based  on  the  taxpayer's  cost  or  other  basis  of  the 
resources.  This  is  referred  to  as  "cost  depletion",  and  is  very  similar  to 
depreciation  in  its  application.   But  in  the  case  of  minerals,  including  certain  oil 
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and  gas  properties,  the  depletion  deductions  may  be  computed  as  a  specified 
percentage  of  gross  income  (which  has  no  relationship  to  the  basis  of  the  mineral), 
if  greater  than  cost  depletion.  The  amount  of  percentage  depletion  that  is  in 
excess  of  cost  depletion  is  considered  a  tax  expenditure. 

Purpose: 

This  deduction  provides  a  financial  incentive  for  the  extraction  of  oil,  gas,  and 
other  mineral  deposits. 

Fiscal  Impact: 

FY  1994 $      279,000 

FY  1995 $      279,000 


11  EXPENSING  OF  EXPLORATION  AND  DEVELOPMENT  COSTS 

MCA  15-31-113 

Description: 

"Intangible"  drilling  and  development  costs  of  oil,  gas,  and  geothermal  wells,  and 
expenditures  for  the  development  of  minerals  other  than  oil  or  gas,  may  be  fully 
deducted  in  the  year  in  which  they  occur. 

Purpose: 

This  provides  a  financial  incentive  for  the  exploration  and  development  of  natural 
resources. 

Fiscal  Impact: 

FY  1994 $      209,000 

FY  1995 $      279,000 

12  EXPENSING  OF  RESEARCH  AND  DEVELOPMENT  EXPENDITURES 

MCA  15-31-113 
Description: 

Normally,  the  costs  associated  with  developing  or  creating  a  product  or  other 
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asset  must  be  capitalized  over  the  life  of  the  asset.  But  in  the  case  of  research 
and  development  expenditures,  taxpayers  may  chose  to  fully  deduct  all  expenses 
in  the  year  in  which  they  occur. 

Purpose: 

This  deduction  provides  a  financial  incentive  for  research  and  development. 

Fiscal  Impact: 

FY  1994 $      2()1,0()() 

FY  1995 $      204,000 

13  COMPLETED  CONTRACT  RULES 

MCA  15-31-113 

Description: 

Long-term  construction  contracts  entered  into  before  March  1,  1986  are  allowed 
to  use  the  completed  contract  method  of  accounting.  Under  this  method  the 
contractor  reports  the  gross  income  from  the  contract,  and  deducts  any  expenses 
related  to  it,  in  the  year  the  contract  was  completed.  The  Tax  Reform  Act  of  1986 
repealed  the  completed  contract  method  of  accounting. 

Purpose: 

This  provision  provides  financial  assistance  to  contractors  subject  to  long-term 
contracts,  and  helps  to  mitigate  cash  flow  problems  stemming  from  long-term 
contracts. 

Fiscal  Impact: 

FY  1994 $  105,000 

FY  1995 $  105,000 


68 


14  OTHER  DEDUCTIONS  FROM  FEDERAL  INCOME 

MCA  15-31-113 

Description  and  Purpose: 

There   are   a   number   of  other   deductions   from  federal   income   whose   tax 
expenditures  are  estimated  to  be  less  than  $100,000.   These  are: 

a)  Expensing  Certain  Agricultural  Multi -Period  Production  Costs 

Farmers  and  ranchers  may  elect  to  deduct  rather  than  to  capitalize,  fertilizer 
costs,  costs  of  raising  livestock,  and  soil  and  water  conservation  expenditures, 
even  if  the  benefits  from  these  purchases  last  more  than  one  year.  This 
provides  economic  assistance  to  the  farming  and  ranching  commtmity. 

b)  Special  Rules  for  Mining  Reclamation  Reserves 

Normally,  accounting  rules  will  not  allow  a  deduction  for  expenses  associated 
with  reclamation  activities  until  the  activities  are  actually  performed. 
However,  taxpayers  may  make  a  special  election  to  deduct  current  allocations 
to  a  reserve  fund  dedicated  to  reclamation  activities.  The  amount  allocable 
in  each  year  is  limited  to  the  amount  needed  to  raise  the  reserve  to  a  level 
sufficient  to  reclaim,  at  current  prices,  the  amount  of  land  thus  far  disturbed. 
This  provides  an  incentive  to  insure  funding  for  reclamation  activities  will  be 
available  at  the  time  reclamation  is  to  be  performed. 

c)  Expensing  Depreciable  Business  Property 

Certain  taxpayers  may  elect  to  expense  up  to  $10,000  per  year  of  the  value 
of  depreciable  property  used  in  the  active  conduct  of  a  trade  or  business.  The 
$10,000  expense  election  is  reduced  dollar-for-dollar  for  eligible  personal 
property  placed  in  service  in  excess  of  $200,000.  This  expensing  option 
results  in  an  incentive  for  investment  in  equipment,  especially  for  small 
businesses. 

d)  Expensing  Costs  of  Removing  Architectural  and  Transportation 
Barriers 

A  taxpayer  may  elect  to  treat  up  to  $15,000  of  qualified  architectural  and 
transportation  barrier  removal  expenses  as  a  current  deduction,  rather  than 
as  a  charge  to  a  capital  account.  This  provides  financial  assistance  to  help 
make  businesses  more  accessible  to  physically  challenged  persons. 
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e)  Cash  Accounting  for  Non- Agricultural  Sectors 

Taxpayers  may  elect  the  cash  method  of  accounting,  rather  than  the  accrual 
method.  Generally,  the  accrual  method  is  preferred  as  it  matches  income  and 
expenses  as  of  the  date  earned/incurred,  rather  than  received  or  paid.  The 
difference  in  taxes  on  net  income  between  the  cash  and  accrual  methods  is 
considered  a  tax  expenditure.  This  provision  of  federal  tax  law  provides 
financial  assistance  to  businesses  electing  the  cash  method  of  accounting. 

f)  Amortization  of  Business  Start-up  Costs 

Taofpayers  may  elect  to  amortize  (expense)  qualifying  business  start-up  costs 
over  at  least  a  five  year  period.  Start-up  costs  include  expenditures  connected 
with  investigating  the  creation  or  acquisition  of  an  active  trade  or  business, 
and  certain  other  costs  of  creating  an  active  trade  or  business.  In  the  absence 
of  this  provision,  these  costs  would  be  included  in  the  original  basis  of  the 
business  and  not  recovered  until  the  business  was  sold.  This  provides  an 
incentive  for  the  formation  of  new  businesses,  and  mitigates  the  tax  impact 
on  new  businesses. 

g)  Expensing  Magazine  Circulation  Expenditures 

Generally,  expenses  incurred  in  creating  or  developing  an  asset  must  be 
capitalized  (i.e.,  included  in  the  value  of  the  asset).  However,  under  this 
provision  of  federal  law,  publishers  of  periodicals  can  deduct  expenditures  to 
establish,  maintain,  and  increase  circulation.  This  provides  financial 
assistance  to  publishers  of  periodicals. 

Combined  Fiscal  Impact: 

FY  1994 $  200,000 

FY  1995 $  200,000 
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CORPORATION  TAX  -  MONTANA  CREDITS 


The  following  corporate  tax  expenditures  (items  15-18)  are  state- specific  credits 
designed  to  encourage  specific  taxpayer  behavior  and  provide  financial  relief  to 
certain  taxpayers. 


15  CONTRACTORS'  GROSS  RECEIPTS  CREDIT 

MCA  15-50-207 

Description: 

Contractors  are  required  to  pay  an  additional  license  fee  equal  to  1%  of  the  gross 
receipts  from  government  contracts  during  the  income  year  for  which  the  license 
is  issued.  This  additional  fee  is  allowed  as  a  credit  against  the  contractor's 
corporation  license  tax  liability. 

Purpose: 

This  provision  of  tax  law  facilitates  the  taxation  of  prime  and  sub-contractors, 
while  protecting  the  primary  contractor  from  being  taxed  twice  on  the  same 
earnings. 

Fiscal  Impact: 

FY  1994 $     1,000,000 

FY  1995 $     1,000,000 

16  INVESTMENT  TAX  CREDIT 

MCA  15-33-123 

Description: 

Montana  allows  "small  businesses"  an  investment  credit  equal  to  5%  of  the 
federal  investment  credit  up  to  a  maximum  of  $500  in  any  given  taxable  year. 
The  federal  Tax  Reform  Act  of  1986  repealed  the  federal  investment  credit. 
Consequently,  the  tax  expenditures  associated  with  this  credit  in  fixture  years  will 
reflect  only  the  carryforward  amounts  allowed  under  current  law. 
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Purpose: 

Investment  credit  provisions  are  designed  to  stimulate  investment  and  economic 
growth. 

Fiscal  Impact: 

FY  1994 $       300,()0{) 

FY  1995 $       ;j()(),00() 

17  MONTANA  CAPITAL  COMPANY  CREDIT 

MCA  90-8-202 

Description: 

Corporations  are  allowed  an  income  tax  credit  for  investing  in  certified  Montana 
capital  companies.  The  credit  is  limited  to  50%  of  the  investment  up  to  $150,000 
per  taxpayer  for  regular  capital  companies,  and  up  to  an  additional  $250,000  for 
the  one  qualified  Montana  small  business  investment  capital  company. 

Purpose: 

Provide  an  incentive  to  encourage  the  formation  of  venture  and  equity  capital  in 
Montana. 

Fiscal  Impact: 

FY  1994 $      115,000 

FY  1995 $      115,000 


18  OTHER  TAX  CREDITS 

MCA  15-32-107,  15-30-163,  15-31-132,  15-31-131,  15-31-125 

Description  and  Purpose: 

There  are  a  nimiber  of  other  credits  whose  tax  expenditures  are  estimated  to  be 
less  than  $100,000.   These  are: 

a)   Interest  Differential  Credit 

Electric  and  natural  gas  public  utilities  may  install  or  pay  for  the  installation 
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in  dwellings,  of  energy  conservation  materials  and  non-fossil  forms  of  energy 
generation  systems.  Occupants  of  such  dwellings  then  reimburse  the  utility, 
including  interest,  through  periodic  installments  added  to  their  regular  utility 
bills.  Utilities  are  limited  to  charging  7  percent  interest  on  these 
installations.  Also,  financial  institutions  are  allowed  to  make  loans  for 
energy-related  installations  at  a  rate  not  less  than  2  percent  below  the 
discount  rate  on  90-day  commercial  paper. 

Utilities  and  financial  institutions  are  allowed  to  calculate  the  difference 
between  interest  earned  on  these  loans  and  installations,  and  what  would 
have  been  earned  at  the  prevailing  average  interest  rate  for  home 
improvement  loans,  and  apply  the  difference  as  a  tax  credit  on  corporation 
license  tax  returns.  This  credit  provides  an  incentive  for  the  installation  of 
low-cost  conservation  materials,  and  promotes  conservation  of  fossil  fiiels. 

b)  College  Contribution  Credit 

Corporations  may  claim  as  a  credit  against  their  license  tax  10  percent  of  the 
amount  of  their  contributions  to  the  general  endowment  funds  of  the  Montana 
University  System  foundations,  or  to  the  general  endowment  fund  of  a 
Montana  private  college  or  its  foundation.  This  credit  encourages 
contributions  to  Montana  colleges  and  universities. 

c)  Employer  Health  Insurance  Credit 

Employers  with  20  or  fewer  employees,  may  claim  a  nonrefundable  credit  of 
up  to  $3,000  for  expenditures  on  employee  health  insurance  premiums.  The 
credit  may  not  exceed  50  percent  of  the  premiimi  cost  for  each  employee,  and 
may  not  be  claimed  for  a  period  of  more  than  three  years.  The  purpose  of  this 
credit  is  to  encourage  health  insurance  coverage  for  uninsured  employees. 

d)  Dependent  Care  Assistance  Credit 

Employers  are  granted  a  credit  for  dependent  care  assistance  actually 
provided  to  employees,  if  the  assistance  is  furnished  by  a  registered  or 
licensed  day-care  provider.  The  amount  of  the  credit  is  20  percent  of 
expenditures  up  to  a  maximtun  credit  of  $1,250.  This  provides  an  incentive 
for  employers  to  fund  dependent  care  assistance  programs,  and  thus  grants 
financial  relief  to  working  parents. 

e)  New/Expanded  Industry  Credit 

New  and  expanding  industries  are  allowed  a  tax  credit  equal  to  1%  of  the 
total  new  wages  paid  in  Montana,  for  the  first  three  years  of  operation  or 
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expansion.  Expanding  operations  must  increase  total  full-time  jobs  by  30*^ 
or  more.  "New"  industry  means  a  corporation  engaging  in  manufacturing  for 
the  first  time  in  Montana.  This  provides  an  incentive  for  economic 
development  and  job  creation. 

Combined  Fiscal  Impact: 

FY  1994 $     100,000 

FY  1995 $     100,000 
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NATURAL  RESOURCES  TAXES 


OVERVIEW  AND  SUMMARY 


Montana  statutes  provide  for  metal  and  micaceous  mines  license  taxes,  and  coal,  oil, 
and  natural  gas  severance  taxes.  Tax  expenditures  identified  in  this  report  pertain 
to  all  these  taxes,  except  for  the  micaceous  mines  license  tax. 

Coal 

The  severance  tax  on  coal  is  expressed  as  a  percentage  of  the  value  (contract  sales 
price)  of  each  ton  of  coal  mined.  Except  for  very  small  producers,  the  first  20,000 
tons  of  coal  mined  is  exempt  from  taxation  (very  small  producers  may  exempt  up  to 
50,000  tons).  Tax  rates  vary  depending  on  the  heat  content  of  the  coal  (measured  in 
Btu  units),  and  on  whether  the  coal  is  extracted  via  a  surface  or  underground 
operation.  The  vast  majority  of  coal  mined  in  Montana  is  from  surface  operations 
subject  to  the  maximum  tax  rate  of  15  percent,  applicable  to  coal  with  a  Btu  value 
of  7,000  and  over.  The  tax  rate  for  surface  mined  coal  of  less  heating  quality,  is  10 
percent. 

Oil  and  Natural  Gas 

State  severance  taxes  on  oil  and  gas  production  are  calculated  as  a  percentage  of  the 
gross  value  of  production.  Gross  value  in  any  month  is  defined  to  be  total  production, 
less  any  production  used  in  the  operation  of  the  well,  times  the  average  wellhead 
price  during  the  month.  The  "regular  production"  state  tax  rates  for  oil  and  gas  are 
5  percent  and  2.65  percent,  respectively.  Tertiary  production,  of  which  there  is 
currently  none,  is  taxed  at  a  lower  rate. 

Gas  stripper  (low  production)  wells  are  treated  separately.  A  natural  gas  stripper 
well  produces  60,000  cubic  feet  or  less  per  day,  on  the  average.  The  first  30,000  cubic 
feet  of  average  daily  natural  gas  production  is  exempt  from  the  regular  state  tax  (2.65 
percent),  and  the  additional  stripper  well  production  is  taxed  at  1.59  percent. 

Metal  Mines 

Persons  engaged  in  or  carrying  on  the  business  of  operating  any  mine  fi^om  which 
gold,  silver,  copper,  lead,  or  any  other  mettd  or  precious/semi-precious  stones  are 
produced,  are  subject  to  the  metals  mines  license  tax.  This  tax  possesses  the 
characteristics  of  a  severance  tax. 
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The  tax  is  calculated  as  a  percentage  of  gross  value,  where  gross  value  is  defined  as 
market  value.  The  tax  rate  depends  on  the  product  type  and  the  total  gross  value  of 
product.  The  first  $250,000  is  exempt  from  taxation,  regardless  of  product  type. 
Mineral  concentrate  shipped  to  a  mill,  smelter,  or  reduction  facility,  is  taxed  at  1.81 
percent.  Gold,  silver,  or  any  platinum  group  metal  in  dore,  bullion,  or  matte  form 
that  is  shipped  to  a  refinery,  is  taxed  at  1.60  percent. 

The  following  table  summarizes  the  natural  resource  tax  expenditiires,  which  are 
outlined  in  more  detail  in  the  next  section. 


Summary  of  Natural  Resource  Tax  Expenditures  (pages  77-78) 

Fiscal  Impact  (thousands  $) 
Tax  Expenditure  Item  FY  1994      FY  1995     Biennium 

1.  Tax  Exemption  for  Natural 

Gas  Stripper  Well  Production  1,154  1,168  2,322 

2.  Coal  Severance  Tax  Exemption  122  122  244 

3.  Other  Natural  Resource  Tax  Expenditures  160  160  320 
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NATURAL  RESOURCES  TAX  EXPENDITURES 


The  following  tax  expenditures  (items  1-4)  are  designed  to  encoiirage  specific  taxpayer 
behavior  and  provide  financial  assistance  to  certain  natural  resource  taxpayers. 


1  TAX  EXEMPTION  FOR  NATURAL  GAS  STRIPPER  WELL  PRODUCTION 

MCA  15-36-121  (3) 

Description: 

The  first  30,000  cubic  feet  of  gas  produced  fi-om  a  well  that  produced  60,000  cubic 
feet  or  less  of  natural  gas  a  day  during  the  prior  calendar  year,  is  exempt  from  the 
severance  tax. 

Purpose: 

This  provides  an  economic  incentive  to  maintain  production  from  stripper  wells. 

Fiscal  Impact: 

FY  1994 $     1,154,000 

FY  1995    $    1,168,000 

2  COAL  SEVERANCE  TAX  EXEMPTION 

MCA  15-35-103  (5) 

Description: 

Coal  producers  who  mine  less  than  50,000  tons  of  coal  per  year  are  exempt  from 
severance  taxes.  If  production  exceeds  50,000  tons,  then  only  the  first  20,000  tons 
(5,000  tons  per  quarter)  are  exempt  fi"om  severance  tax. 

Purpose: 

This  exemption  grants  economic  relief  to  small  producers. 
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Fiscal  Impact: 

FY  1994   $      122,000 

FY  1995    $      122,000 


3  OTHER  NATURAL  RESOURCE  TAX  EXPENDITURES 

MCA  15-36-121  (3),  and  15-37-103 

Description  and  Purpose: 

There  are  two  additional  natural  resource  tax  expenditures  that  have  been 
identified  and  estimated  to  be  less  than  $100,000  in  value.   These  are: 

a)  Reduced  Tax  Rate  on  Natural  Gas  Stripper  Well  Production 

The  normal  severance  tax  rate  on  the  production  of  natural  j^as  is  2.65 
percent.  However,  production  in  excess  of  30,000  cubic  feet  from  a  well  that 
produced  60,000  cubic  feet  or  less  of  natural  gas  a  day  during  the  prior 
calendar  year,  is  taxed  at  a  reduced  rate  of  1.59  percent.  This  provides  an 
economic  incentive  to  maintain  production  from  stripper  wells. 

b)  Metal  Mines  License  Tax  Exemption 

The  first  $250,000  of  production  subject  to  the  metal  mines  license  tax  is 
exempt  from  taxation.  This  exemption  for  production  below  $250,000  in  value 
represents  a  tax  expenditure.  This  provides  economic  assistance  to  small 
producers  of  metals  and  precious/semi-precious  stones,  and  provides  an 
incentive  to  produce  fi-om  small  mining  claims. 

Combined  Fiscal  Impact: 

FY  1994   $      160,000 

FY  1995   $      160,000 
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PROPERTY  TAX 


OVERVIEW  AND  SUMMARY 


In  Montana,  the  property  tax  is  the  primary  source  of  funding  for  local  governments. 
For  any  given  piece  of  property  the  tax  base  is  the  product  of  the  market  value  of  the 
property  and  its  applicable  taxable  value  percentage. 

Tax  liability  is  the  product  of  taxable  value  (tax  base)  and  the  appropriate  mill  levy 
in  effect  for  the  property.  Mills  are  levied  by  counties,  cities  and  towns,  and  school 
districts.  Certain  property  may  be  subject  to  additional  mills  for  special  districts 
(water,  sewer,  lighting,  etc.). 

Currently,  property  may  fall  into  one  of  12  classes  of  property,  with  taxable  value 
percentages  ranging  from  3  percent  to  100  percent.  A  description  of  these  property 
classes  and  their  taxable  values  can  be  found  in  the  Department  of  Revenue's 
Biennial  Report. 

Property  tax  expenditures  arise  as  a  consequence  of  certain  property  being  exempt 
from  tax,  or  receiving  preferential  rate  treatment.  Generally,  preferential  rate 
treatment  refers  to  situations  where  properties  within  the  same  class  are  subject  to 
different  taxable  value  rates. 

M('A  15-6-201,  and  following  sections,  detail  the  property  exempt  from  tax.  Many 
types  of  property  are  exempt  from  tax  including  government  property,  household 
goods  and  furniture,  church  property,  property  of  certain  jfratemal  organizations  and 
societies,  business  inventories,  certain  agricultural  commodities,  down-hole  equipment 
in  oil  and  gas  wells,  etc. 

Most  of  these  exemptions  constitute  tax  expenditures.  However,  placing  an  accurate 
value  on  the  expenditures  associated  with  these  properties  is  not  possible  unless  the 
property  is  appraised.  Unfortunately,  property  not  subject  to  tax  is  rarely,  if  ever, 
appraised.  Therefore,  tax  expenditures  associated  with  most  exempt  property  are  not 
reported  here. 

The  following  table  summarizes  the  property  tax  expenditures  outlined  in  more  detail 
below: 
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Summary  of  Property  Tax  Expenditures  (pages  81-84) 


Tax  Expenditure  Item 

1.  Business  Inventory  Exemption 

2.  Certain  Agricultural  Products 
Tax  Exemption 

3.  Reduced  Rates  for  Low-income 
Residential  Property 

4.  "New"  Oil  Production  Net 
Proceeds  Tax  Exemption 

5.  "New"  Gas  Production  Net 
Proceeds  Tax  Exemption 

6.  Reduced  Rate  for  "New  Industrial" 
Property 


Fiscal  Impact  (thousands  $) 
FY  1994      FY  1995     Biennium 

(see  detail  below) 


(see  detail  below) 


1,500  1,500 


808 


588 


180 


904 


750 


180 


3,000 


1,712 


1,338 


360 
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PROPERTY  TAX  EXPENDITURES 


The  following  property  tax  expenditures  are  the  result  of  Montana  legislative  actions. 
They  encourage  specific  taxpayer  behavior  as  well  as  provide  financial  assistance  to 
certain  taxpayers. 


1     EXEMPTION  FOR  BUSINESS  INVENTORIES 

MCA  15-6-202  (5) 

Description: 

Inventories  held  in  the  reg\ilar  course  of  business  are  exempt  fi*om  property 
taxation  (SB  283,  1981  Session). 

Purpose: 

This  provides  financial  relief  to  existing  businesses,  and  provides  a  financial 
incentive  for  the  development  of  new  businesses. 

Fiscal  Impact: 

The  original  1981  fiscal  note,  based  on  total  taxable  valuation  for  business 
inventories  of  $33  million,  and  a  statewide  average  mill  levy  of  226  mills,  placed 
the  annual  revenue  loss  at  $7,460,000.  Increases  in  mill  levies  and  in  market 
values  since  that  time  would  produce  larger  revenue  losses  today.  However,  due 
to  severe  data  limitations,  no  precise  estimate  of  the  revenue  loss  due  to 
exempting  business  inventories  is  currently  available. 

2  CERTAIN  AGRICULTURAL  PRODUCTS  TAX  EXEMPTION 

MCA  15-6-207 

Description: 

Producer-held  grain  in  storage,  swine  which  have  not  attained  the  age  of  6 
months,  other  livestock  which  have  not  attained  the  age  of  24  months,  poultry, 
and  bees  are  exempt  from  property  taxes. 
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Purpose: 

This  exemption  provides  economic  relief  to  Montana's  agricultural  community. 

Fiscal  Impact: 

Since  this  property  is  totally  exempt  from  taxation  and  therefore  not  assessed,  no 
new  data  exists  for  updating  an  estimate  of  this  expenditure.  Factors  that  would 
impact  this  expenditure  include  changes  in  mill  levies  and  fluctuations  in 
commodity  values.  The  1989  Tax  Expenditure  Report  estimated  this  expenditure 
to  be  $2,200,000  for  Fiscal  Years  1990  and  1991. 

3  REDUCED  RATES  FOR  LOW-INCOME  RESIDENTIAL  PROPERTY 

MCA  15-6-134,  and  15-6-144 

Description: 

Montana  property  tax  statutes  provide  for  a  partial  abatement,  based  on  total 
income,  that  reduces  the  taxable  valuation  rate  applicable  to  residential  real 
property.  Taxable  value  rates  are  reduced  according  to  a  ten-bracket  schedule  for 
single  households  with  less  than  $12,974  income  (1993  assessment),  and  married 
couple  households  with  less  than  $15,569  (1993  assessment).  The  income  levels 
used  in  the  rate  reduction  table  are  adjusted  annually  for  inflation. 

The  reduced  taxable  value  rate  applies  to  the  first  $80,000  of  the  market  value 
of  residential  land  and  improvements,  including  trailers/mobile  homes  used  as 
residences  (Class  4),  and  to  farmsteads  (Class  14). 

Purpose: 

This  provides  financial  rehef  to  low-income  households. 

Fiscal  Impact: 

FY  1994 $    1,500,000 

FY  1995 $    1,500,000 
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4  "NEW"  OIL  PRODUCTION  NET  PROCEEDS  TAX  EXEMPTION 
MCA  15-23-612 

Description: 

Oil  from  a  well  that  qualifies  as  "new"  production  is  exempt  from  net  proceeds 
taxes  for  the  first  12  months  following  the  start  of  production.  New  production 
refers  to  the  production  of  oil  from  any  well  that  has  not  produced  oil  during  the 
5  years  immediately  preceding  the  first  month  of  qualified  new  production.  New 
production  is  generally  associated  with  wells  drilled  after  June  30,  1985. 

Purpose: 

This  exemption  provides  an  economic  incentive  for  the  exploration,  development, 
and  production  of  oil. 

Fiscal  Impact: 

FY  1994 $   808,000 

FY  1995 $  904,000 

5  "NEW"  GAS  PRODUCTION  NET  PROCEEDS  TAX  EXEMPTION 

MCA  15-23-612 

Description: 

Gas  from  a  well  that  qualifies  as  "new"  production  is  exempt  from  net  proceeds 
taxes  for  the  first  12  months  following  the  month  in  which  the  gas  is  placed  into 
a  natural  gas  distrihution  system.  New  production  refers  to  the  production  of  gas 
from  any  well  that  has  not  produced  gas  during  the  5  years  immediately 
preceding  the  first  month  of  qualified  new  production.  New  production  is  generally 
associated  with  wells  drilled  after  June  30,  1985. 

Purpose: 

This  provides  an  economic  incentive  for  the  exploration,  development,  and 
production  of  natural  gas. 
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Fiscal  Impact: 

FY  1994 $      588,000 

FY  1995 $      750,000 


6    REDUCED  RATE  FOR  "NEW  INDUSTRIAL"  PROPERTY 

MCA  15-6-135 

Description: 

New  industrial  property,  including  land,  buildings,  machinery,  and  fixtures,  is 
eligible  for  a  reduced  taxable  valuation  rate  of  3  percent  for  the  first  three  years 
of  operations.  Normal  taxable  value  rates  for  industrial  property  include  3.86 
percent  for  land  and  buildings,  and  9  percent  for  manufacturing  equipment. 

New  industry  refers  to  new  industrial  endeavors  (as  opposed  to  expansions, 
reorganizations,  or  mergers),  and  generally  includes  only  manufacturing,  mining, 
and  other  industries  earning  at  least  50  percent  of  their  annual  gross  income  from 
out-of-state  sources. 

Purpose: 

This  is  an  economic  incentive  for  the  development  of  new  industry  in  Montana. 

Fiscal  Impact: 

FY  1994 $    180,000 

FY  1995 $   180,000 
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APPENDIX  A 
INDIVIDUAL  INCOME  TAX  EXPENDITURE  ITEMS  -  BY  INCOME  BRACKET 


House  Bill  387  (1987),  the  legislation  authorizing  the  Department  of  Revenue  to 
produce  a  tax  expenditiire  report,  specifically  required  that  tax  expenditures  must  be 
related  to  the  income  of  taxpayers,  whenever  such  information  is  available. 


This  information  is  available  for  specific  individual  income  tax  expenditure  items  that 
are  captured  on  department  computer  files.  Specifically,  tax  expenditures,  by  income 
bracket,  are  available  for  Montana-specific  reductions  to  income,  and  itemized 
deductions. 


Totals  for  the  tax  expenditures  in  Appendix  A  are  for  full-year  residents  only, 
whereas  the  expenditures  in  the  main  body  of  this  report  include  out-of-state  and 
part-year  residents  as  well. 


The  following  tables  show  the  distributions  of  tax  expenditures  across  income 
brackets  that  represent  decile  groupings.  Each  decile  group  includes  one-tenth  of  all 
households  filing  income  tax  retiu-ns.  The  first  decile  group  includes  households  with 
the  very  lowest  incomes,  while  the  tenth  decile  group  includes  households  having  the 
highest  incomes. 


The  decile  groupings  are  based  on  actual  1991  incomes,  but  the  tax  expenditures  are 
those  projected  to  calendar  year  1993.  The  decile  groupings  and  their  associated  total 
income  brackets  for  1991  are  as  follows: 


Decile  Group 

Income  Bracket 

1 

$         0 

-    $  3,010 

2 

$  3,010 

-    $  6,350 

3 

$  6,350 

-    $  9,800 

4 

$  9,800 

-    $13,890 

5 

$13,890 

-    $18,450 

6 

$18,450 

-    $24,300 

7 

$24,300 

-    $31,250 

8 

$31,250 

-    $40,590 

9 

$40,590 

-    $53,820 

10 

$53,820 

+ 
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REDUCTIONS  OF  INCOME 
(Tax  Year  1993) 


iRAs,  Keoghs,  and  Setf-Emp.  Deds. 


Capital  Gains  Exclusion 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
2.110 

Percent 

648 

0.02 

1,944 

14.930 

0.13 

2,592 

62,678 

0.55 

4,664 

161,500 

1.41 

5,288 

293,063 

2.57 

6,240 

484,927 

4.24 

7,680 

885,353 

7.75 

8,486 

1,179.827 

10.33 

9,403 

1.747.975 

15.30 

11,038 

6,592,668 
11,425,029 

57.70 
100.00  1 

57.983 

#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00  j 

0 

0 

0.00 

484 

7,305 

0.58 

682 

20,020 

1.58 

640 

31,057 

2.46 

634 

48,451 

3.84 

564 

43,056 

3.41 

835 

132,692 

10.50| 

1,716 

980,692 
1,263,273 

77.63' 

5,555 

J  00.00 

Elderly  Interest  Exclusion 


Exempt  Retirement  Income 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

1^ 

Total 


#of 

Tax 

Returns 

Expenditure 
0 

Percent 
0.00 

0 

1.296 

16,016 

0.80 

4.050 

84.786 

4.26 

4,842 

134.392 

6.75 

5,930 

234,338 

11.78 

5,402 

283,095 

14.23 

3,932 

241 ,649 

12.14 

3,230 

242,081 

12.17 

3.210 

273,219 

13.73 

4.286 

480,385 
1,989,961 

24.14 

36.178 

100.00 

#of 

Tax 

Returns 

Expenditure 
6,673 

Percent 

162 

0.10 

2,430 

107,614 

1.54 

4,860 

416,995 

5.96 

5,382 

685,880 

9.80 

5.736 

1,009,206 

14.42 

5.522 

1,197,508 

17.12 

5,070 

1,367,135 

19.54 

2.798 

955,112 

13.65 

2,067 

778,230 

11.12 

1,229 

472,022 
6,996,375 

6.75 

35,256 

100.00 
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REDUCTIONS  OF  INCOME 

(Tax  Yean  &93) 


Unemployment  Compensation 


Tip  Income 


Decile 
Group 
1 
2 
3 
4 
5 


9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
2,343 

Percent 

162 

0.10 

1,296 

46,561 

2.02 

3,078 

125,175 

5.44 

3,984 

294,332 

12.79 

3,680 

247,238 

10.74 

3,482 

388,601 

16.88 

3.120 

372,754 

16.19 

2,742 

372,767 

16.19 

2,261 

315,664 

13.71 

892 

136,638 
2,302,072 

5.94 

24,697 

100.00 

#of 

Tax 

Returns 

Expenditure 
603 

Percent 

162 

0.18 

486 

2,529 

0.74 

1,458 

39,970 

11.64 

484 

69,006 

20.10 

602 

93,883 

27.35 

400 

21,250 

6.19 

500 

47,876 

13.94 

176 

31,131 

9.07 

295 

30,907 

9.00 

85 

6,166 
343,322 

1.80 

4,648 

100.00 

Other  Reductions 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
1,619 

Percent 

162 

0.01 

810 

118,361 

0.83 

648 

49,479 

0.35 

2,942 

477,957 

3.35 

3,006 

426,163 

2.99 

5,810 

708,464 

4.97 

9,436 

1,186,453 

8.32 

12,858 

1,859,272 

13.04 

15,028 

3,239,737 

22.73 

16,692 

6,187,449 
14,254,953 

43.41 

67,392 

100.00 
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ITEMIZED  DEDUCTIONS 

(Tax  Year  1993) 


Medicat  Deductions 


Long-Term  Care  Insurance 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10_ 

Total 


#of 

Tax 

Returns 

Expenditure 
3,907 

Percent 

162 

0.04 

648 

10,440 

0.11 

2,916 

87,914 

0.96 

5,442 

383,745 

4.19 

8.408 

848,938 

9.28 

8,404 

1,062,066 

11.60 

9,776 

1 ,407,979 

15.38 

10,398 

1,517,942 

16.59 

10,358 

1 ,695,484 

18.53 

8,510 

2,133,448 
9,151,864 

23.31 

65.022 

100.00 

#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

0 

0 

0.00' 

40 

540 

0.13 

160 

7,945 

1.95 

160 

9,713 

2.39 

256 

34.258 

8.42 

418 

72,553 

17.84 

452 

154,268 

37.94 

288 

127.382 
406,659 

31,32 

1,774 

10000; 

Federal  Income  Taxes  Paid 


Real  Estate,  Personal  Property  Taxes 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
324 

Percent 

0 

0.00 

162 

2,599 

0.00 

972 

23,380 

0.03 

4,792 

158,577 

0.18 

8,844 

523,171 

0.60 

14,602 

1 ,422,491 

1.64 

19,522 

3,404,337 

3.92 

24,902 

7,194,520 

8.29 

28,207 

13,310,708 

15.34 

30,110 

60,723,772 
86,763,878 

69.99 

132,113 

100.00 

#of 

Tax 

Percent    j 
0.01 

Returns 

Expenditure 

1,444 

162 

486 

3,679 

0.03 

972 

15,800 

0.14 

4,710 

106,975 

0.97 

8,806 

306,434 

2.77 

10,960 

523,517 

4.73 

16,358 

990,530 

8.96 

22,428 

1,755,811 

15.87 

25,415 

2,536,817 

22.94 

27,601 

4,819,294 
11,060,301 

43.57 

117,898 

100.00 

ITEMIZED  DEDUCTIONS 
(Tax  Year  1993) 


Motor  Vehicle,  Other  Deductible  Taxes 


Home  Mortage  interest 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

486 

6,055 

0.30 

2,414 

20,943 

1.04 

5,440 

53,755 

2.67 

8,240 

93,591 

4.64 

12,538 

204,105 

10.12 

17,322 

330,848 

16.41 

19,015 

528,328 

26.20 

18,489 

778,630 
2,016,255 

38.62 

83,944 

100.00 

#0f 

Tax 

Returns 

Expenditure 
4,156 

Percent 

162 

0.01 

486 

14,646 

0.05 

810 

37,928 

0.12 

2,492 

188,421 

0.61 

5,280 

628,494 

2.03 

7,040 

1,151,850 

3.72 

12,176 

2,536,283 

8.20 

17,774 

5,167,890 

16.70 

20,038 

7,490,386 

24.21 

21,806 

13,722,536 
30,942,590 

44.35 

88,064 

100.00 

Deductible  Investment  Interest 


Charitable  Contributions 


Decile 
Group 


Total 


#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

0 

0 

0.00 

80 

3,075 

0.13 

200 

1,265 

0.05 

642 

70,588 

2.89 

406 

54.259 

2.22 

748 

118,194 

4.83 

1,458 

195,567 

8.00 

3,624 

2,002,911 
2,445,858 

81.89 

7,158 

100.00 

#0f 

Tax 

Returns 

Expenditure 
3,297 

Percent 

324 

0.03 

324 

6,796 

0.05 

810 

28,670 

0.23 

3,582 

78,322 

0.62 

7,204 

236,521 

1.88 

10,840 

504,364 

4.00 

15,646 

871,210 

6.92 

20,708 

1,562,253 

12.40 

24,327 

2,278,232 

18.09 

27,518 

7,025,160 
12,594,825 

55.78 

111,283 

100.00 
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ITEMIZED  DEDUCTIONS 
(Tax  Year  1993) 


Child  and  Depenctent  Care 


Decile 
Group 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

Total 


#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

0 

32 

0.05 

120 

4,905 

8.22 

200 

7,293 

12.22 

280 

10,153 

17.01 

88 

10,168 

17.04 

176 

12,802 

21.45 

66 

4,573 

7.66 

89 

9,756 
59,683 

16.35 

1,019 

100.00 

#0f 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

0 

0 

0.00 

120 

7,484 

7.25 

40 

7,767 

7.52 

120 

13.820 

13.39 

124 

35,484 

34.37 

22 

8,686 

8.41^ 

67 

8,210 

7.95, 

38 

21 ,780 
103,230 

21.10 

531 

100.00 

Moving  Expenses 


Miscellaneous  Deductions 


I] 


#of 

Tax 

Returns 

Expenditure 
0 

Percent 

0 

0.00 

0 

0 

0.00 

0 

0 

0.00 

202 

4,519 

1.16 

40 

209 

0.05 

120 

12,427 

3.18 

194 

11,559 

2.96 

286 

36,872 

9.44 

503 

145,531 

37.24 

442 

179,684 
390,801 

45.98 

1,787 

100.00 

#0f 

Tax 

Returns 

Expenditure 

0 

Percent 

0 

0.00 

0 

0 

0.00 

162 

1,962 

0.03 

766 

29,590 

0.45 

1,722 

135,226 

2.05 

3,360 

419,044 

6.35 

4,830 

733,048 

11.11 

6,676 

1,091,623 

16.55 

8,145 

1,581,662 

23.98 

8,629 

2,604,714 
6,596,870 

39.48 

34,290 

100.00 
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350  copies  of  this  public  document  were  published  at  an  estimated 
cost  of  $3.15  per  copy,  for  a  total  cost  of  $1,102.50,  which  includes 
$1 ,102.50  for  printing  and  $.00  for  distribution. 
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